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PREFACE TO THE THIRTEENTH EDITION 


Further revision of the book in the direction of making'it more 
acceptable to a teacher of modern Economics has been carried out in 
this edition. Changes made in the previous edition have already 
enhanced the popularity of the book. This has encouraged us to 
make further changes in the same direction. With this end in view 
several new topics have been introduced in this new edition and 
many more topics enlarged or re-written. Among these may be 
mentioned the concept of the equilibrium, how the economic system 
functions, outstanding features of a modern economy, benefits of the 
study of Economics in under-developed countries, consumers’ equi¬ 
librium, producers equilibrium, lawofvariableproportions,produc- 
tion function, internal and external economies,, cost curves, 
equilibrium of firm, equilibrium of industry, market forms, deficit 
financing, comparison between competitive pricing and monopoly 
pncm^etc Chapters on Distribution, viz.. Rent, Wages, Interest 
and Profits, have been thoroughly revised and also, to make far more 
logical arrangement, discussion on product pricing and factor 
pricing has been brought together. The chapter on Social Account¬ 
ing has been rewritten to make it more easily understandable bv the 
beginner. Objective type of questions, which are more coming into 
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CHAPTER I 


INTRODUCTORY 

Economics , a Science of Scarcity 

1. Definition. The first question that a beginner of a new 
subject asks is what it is and what it is about. We can only give 
him a working definition. It is not easy to define Economics fully in 
the very beginning. One can define a subject only when one has 
read it completely. Only then one can have a clear and complete 
picture of the subject in his mind. All the same, it is necessary to 
have some rough idea about the subject when one starts its study. 

To start, we can give the student only a rough idea about 
Economics by taking an example. Mohan is a first year student. 
Suppose his father has agreed to give him Rs. 75 per month to 
enable him to carry on his studies in the college. With this limited 
sum at his disposal, he has to meet all his needs. He has to pay 
tuition fee, hostel fee, mess charges and other dues of the college ; 
he has also to meet other bills like the bill of the canteen, the* 
washerman’s bill, etc. He may like to go to a picture house or 
entertain friends at a restaurant, buy books, stationery, etc. In 
fact, he wants to do or to buy so many things. But the amount of 
money that he has is limited and his wants are unlimited. Econo¬ 
mics helps us in such a situation. 

I Economics tells us how a person tries to satisfy* his unlimited 
warns with his limited means; in other words, how % to use 
scarce goods to his best advantage or howto economise.^ A man 
has only a limited amount of cash, land, housing accommodation, 
Esther things. But he wants to do so many things with them. 

limited amount of cash he has, he wants to buy so many 
nngs. but he cannot buy them all. He must, therefore, choose 
what to buy and what not to by. This is Economics. (Economics 

is a science of choice when faced with scarce means and unlimited 

enasJ in short, Economics teaches us to make the best use of our 
mi e resources. It tells us that the scarce means at our disposal 
can be put to alternative uses so as to derive the maximum advant- 
age out of them. It merely means prudence or wisdom in the use 

use them in a manner as to get the 
jwgest amount of satisfaction possible. Economics tells us how to 

writerf C ° W» iC | S n aS been defil ‘ ed >“ different ways by different 
writers. We shall now study some of these definitions. 

book •Weflth of SlS? S T", ce of . Wcalth ?/ Adam Smith in his 
as a Jpn. ,h r 0f Nations and the early economists defined Economics 

definition 7“ th ' But , thi8 is not a correct definition. In this 

everythin’X™ * . ■ — C i^?.'S-P aid wealth as if wealth was 

y ng . No attention's paid to man for whom wealth is really 
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meant. Economics thus came to be wrongly called the science of 
wealth. Y\ riters like Carlyle and Ruskin condemned this worship of 
Mammon (the god of wealth). The}' accused Economics of selfish¬ 
ness and meanness. This definition was, therefore, rejected.) 

. Modern economists hold a different view. They regard Eco¬ 
nomics as a science of man rather than of wealth. No doubt, wealth 
is still there, because that is the centre of all economic activity. 
But it is now emphasized that wealth is only a means to an end, the 
end being human welfare. Man is primary and wealth occupies 
only a secondary place. This point is clearly brought out in the 
following well-known definitions of Economics : — 

“Economics is the science which treats of those social pheno¬ 
mena that are due to the wealth-getting and wealth-using activities 
of man. ”— {Ely). 

L ‘Economics is a study of man’s actions in the ordinary 
ess of life : it enquires how he gets his income and 

how he uses it.Thus it is on one side a study of wealth 

and on the other, and more important side, a part of the 
study of man ."—{Marshall). When it is said that Economics is a 
science of ordinary business of life, it means that it tells us about 
a man s way of living, that is, the way in which be earns his liveli¬ 
hood and the way in which he spends his income.^ 

It is thus clear that the object of economic study is man, but 
we confine our study to those of his actions which relate to wealth, 
i.e., how he produces wealth and how he uses it ; how wealth is 
exchanged and how it is distributed in the community. It thus 
covers Consumption. Production, Exchange and Distribution. Hence 
Economics is a study of man and not merely of wealth. According 
to Marshall, we study material welfare of man which he obtains by 
the use of his income. 

Marshall’s definition given above contains a view of Economics 
which was atone time most widely accepted.^Recently, however, 
Lionel Robbins has given a new definition, which he ciaims to be 

more scientific. According to him, “Economics studies human 
behaviour as a relationship between ends and scarce means 
which have alternative uses.” It is this definition on which 
modern Economics is mostly based.S 

This definition is based on the following facts :_ 

(a) Our “ends or wants are unlimited. We possibly cannot 
satisfy them all. If one want is satisfied, another crops up. If our 
wants iiad been limited, no economic problem would have arisen. 
Like other animals, we would have been completely satisfied as 
soon as our elementary needs had been met. As it is, our wants are 
numberless and we cannot satisfy them all. We must pick and 
choose. Here Economics comes in. 

(6) Although our wants are unlimited, yet the means at our 
disposal to satisfy these wants are scarce or limited. If these means, 
like our wants, had been unlimited, then also no economic problem 
would have arisen. We could have anything in any quantity 
whenever and wherever we liked, because all goods would be free 
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goods. Actually, however, most of the things that we want are not 

free goods and we have to work or pay for them to obtain them. 

That is how economic problem arises. 

(c) Also, the scarce means have alternative uses. Not only are 

our means scarce, but they are also such as can be put to a number 

of uses. This makes them all the more scarce. If a commodity or a 

* 

service could be put to one or a few uses only, no economic problem 
would have arisen. As soon as that use had been made of it, the 
commodity would have become a free good. Since our scarce means 
can be put to so many uses, we must choose between these uses. 
We must decide what to buy and what not to buy. This will show 
our scale of preferences. This again is a problem of Economics, 
which has also been called a science of choice. If we are careless in 
the use of our resources, our actions will be called uneconomical. 

Unless all the above three conditions are present, economic 
problem cannot arise. Multiplicity of wants alone or the scarcity 
of means alone cannot create an economic problem nor merely the 
alternative applicability of scarce means. “But”, says Robbins, 
“when time and means for achieving ends are limited and are 
capable of alternative application, and the ends are capable of being 
distinguished in order of importance, then behaviour necessarily 
assumes the form of choice”, t.e., it has an economic aspect. 

(jk>me followers of Marshall have criticised Robbins’ definition 
by saying that it lacks human touch and that it is impersonal, 
colourless and neutral as regards ends. They say Economics cannot 
altogether do away with normative or ethical significance. Robbins 
has reduced Economics to merely valuation theory and as such 
has made it narrow. Further, it is an individualistic study and not 
of the economy as a whole as Keynesian Economics is. Moreover, 
it says nothing about the theory of economic development which 
has recently become very important. 

In the Ke - vnesian senso > Economics may be defined as the 
study of admmistration of scarce resources and of the determinants 
of income and employment. It is an aggregative study. It 
concerns itself with the aggregates or averages of the entire cco- 

tnM a .\ a f t,0na ‘! lncomc - total savings, total investment, 

total output, total employment, etc. 

mftlrftJnc 8 ' according to Robbins, Economics tells us how a man 

ESTSt]* tlS~’ ^ US6S > f « th « Satis ' 

stones : ° 6 8u P erstructure of Economics rests on two foundation- 

(1) Multiplicity of wants, and (2) Scarcity of means, 
ter of of ™nts, is derived from the charac- 


has aot " ' ^ common with other anime 

Has got some orgamo or elementary wants. He must have 


man 
a mini- 
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mum amount of food to support life ; he must have some clothing to 
protect himself from heat and cold ; he must also have some sort of 
shelter. Without these things man cannot live long. They are 
thus termed necessaries of life. 

But man is superior to animals. He has a mind and can think. 
He is not satisfied when only his organic needs are met. Look at a 
cow. She has fed on grass to her fill and drunk water from a pond 
nearby ; and now she retires to the shade of a tree chewing the cud. 
She is perfectly satisfied. She wants nothing else. But man is 
different. Mere filling of the belly does not content him. He 
hankers after what he has not. He does not want to exist only : he 
wants to live well ; he wants to own things of beauty and culture. 
When his hunger and thirst are satisfied, he tries for variety and 
plenty. Look at a man’s food. It consists of vegetables, eggs, 
meat, pulses, spices, tea. coffee, milk, fish, and what not. He uses 
every know n method to make it tasteful. Even a poor man exercises 
his right of choosing between saltish and sugared lassi. 

As a matter of fact, no person, however poor, thinks only of 
filling his belly when he eats. He wants to derive pleasure from 
eating according to his means and tastes, and there is no end to his 
wants once a man starts on this road. 

The same is the case when a person wants clothes. He is very 
particular about their fashion. The dress of a civilised man consists 
not only of what is necessary to cover his nakedness. Surely, 
nobody would die if he had to go without a necktie. The desire 
for personal decoration is an importaut factor when a man clothes 
himself. There is no limit to what he might want for this purpose. 

In housing or shelter, too, human vanity plays an important 
part. No man, rich or poor, is satisfied with bare shelter. Every 
effort is made to make the house comfortable and beautiful. One 
can never be completely satisfied when one runs after comfort and 
show. 

Also, man does not want merely food, clothing and shelter. He 
wants so many other things besides—books and newspapers, furni¬ 
ture and radio sets, medicines, motor car, cameras, tape-recorders, 
watches, and what not. Then he wants machines to make these 
things. Really, there is no end to man’s wants, so much so that he 
almost forgets his essential needs and goes on wanting one thing 
after another. Man is so made that when one want is satisfied, 
another takes its place. 

At no moment can it be said that man is fully satisfied and 
wants nothing else. He suffers from what is sometimes called ‘divine 
discontent’. He is ever engaged in pursuit of dreams .and ideals. In 
short, he is insatiable. We are thus faced with multiplicity of 
human wants. 

Scarcity of Means. This is the second foundation-stone of 
Economics. Although human wants are infinite in number and 
bewildering in variety, the means to satisfy them are strictly limited. 
No doubt, nature provides some goods like air and sunshine free and 
in unlimited quantities ; but these free gifts of nature alone cannot 
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completely satisfy man’s wants. He wants so many other things, 
most of which are scarce. He has to make an effort to get them ; 
and if he gets them, someone else has to go without them. If every¬ 
thing had been free like air and sunshine, there would have been no 
ecoeomic problem. For instance, if there had been a stream flowing 
with milk and honey, the question of money payment would not 
have arisen. But, as it is, we find scarcity facing us all around. 

Scarcity does not mean absolute scarcity. It is only relative to 
our needs. A thing, for example, poison, may exist in a very small 
quantity, but if nobody wants it, it cannot be called scarce. Simi¬ 
larly, there may be an abundance of a particular commodity, say, 
fruits in Kashmir, but because they arc not enough to satisfy the 
needs of all the people, they must be considered scarce. The means 
to satisfy our wants are scarce in the sense that they are available 
in less quantities than our requirements. That is what creates an 
economic problem. 

Multiplicity of wants and scarcity of means are thus the two 
foundation-stones on which the science of Economics rests. There is 
the insatiability of man and the niggardliness of nature. Our wants 
are unlimited and our means to satisfy them are limited and have 
alternative uses. Keeping these two fundamental facts in view, 
Lionel Robbins, a prominent economist of today, defines Economics 
as “the science which studies human behaviour as a relationship 
between ends and scarce means which have alternative uses.” 


According to Keynes, Economics studies what determines 
income and employment in a country and causes of fluctuations 
therein. 

* •" 

^"""Subject-matter of Economics. ^Economics has a subject- 
matter of its own.) We can know something about the subject- 
matter of Economics from its definition given above. The student 
already knows about Mathematics, History and Geography. But 
Economics is new to him and he cannot say what it is about.' 

We can say thattEconomics studies man’s life and work, not 
the whole ot it, but ollly one aspect of it.) {It does not study how a 
person is bom, how he grows up and dies. This is the work of an- 
other science named Biology. Economics does not study how human 
body is made up and how it functions. That is the subject of 
1 hysiology. Economics does not tell us how a man thinks. It is 

psychology which studies man’s mind. Economics does not studv 

plirTc Zati011 t°l State and ifcs factions. This is the subject of 

utiwi if*® 10 ,? Ce :Cf COnomi cs simply tells us how a man 
2* S hls hm **ed resources for the satisfaction of his un- 

7* a limited amount of money and time ; 

he has tW f Unhraited - He mus * 80 s P 0 nd the money and time 

mics telohos ^ y 763 m ™ m This is what Econo- 

. >£[ we around, we see the farmer tilling his field the 

rtenS7, rk i nS in 2“ the Clerk at his desk, the doctor 

on They are all patlen * s : the teacher teaching his students, and so 

™rn money 1 to J «*** 
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It is with this part of man's life that Economic deals. Here 
we find him busy earning money. But he does not want money for 
its own sake. He needs it to buy things which satisfy his wants. 

The purpose of all economic activity is the desire to purchase 
goods to satisfy human wants. Neither goods nor money is an end 
i n itself. They are needed for the satisfaction of human wants and 
to promote human welfare. 

[a man wants food, clothes and shelter. To get these things 
he must have money. For getting money, he must work or make an 
effort. This effort leads to satisfaction. Thus Wants - Efforts— 
Satisfaction, sums up the subject-matter of Economics^) 

In a primitive society, the connection between wants, efforts 
and satisfaction isclose and direct. A man feels hungry ; he picks 

up some fruit, eats it, and is satisfied. But 
in a modern society things are not so simple 
and straight. Here a man produces what 
he does not consume and consumes what he 
does not produce. The shoe-maker produces 
shoes, he cannot use them all by himself. He 
sells them for money with which he buys the 
things he needs. This work of selling what 
you do not want and buying what you want 
'is called Exchange. Today the process of 
exchange comes in between wants, efforts 
and satisfaction. 

Nowadays most of the things we need are made in factories. 
To make them the worker gives his labour, the landlord his land, 
the capitalist his capital, while the businessman organizes the work 
of all these. They all get a reward in money. The labourer earns 
wages, the landlord gets rent, the capitalist gets interest, while the 
entrepreneur's reward is profit. Economics studies how these incomes 

_ wages, rent, interest and profits —are determined. The process is 

called Distribution. Like Exchange, Distribution also comes in 
between efforts and satisfaction in a modern society. 

Thus, we can say that the subject-matter of Economics is 
Consumption (».<?., the satisfaction of wants). Production (t.e., 
producing things or creating utilities or making an effort to satisfy 
our wants). Exchange and its mechanism (t.e.,money, credit and 
banking, etc.), and finally Distribution (t.e., sharing of all that is 
produced in the country among workers, landlords, capitalists and 
organizers). In addition. Economics also studies Public finance. 

Thus it is indeed a very wide subject. 

Broadly speaking Economics may be described as a study of 
the economic system under which men live and work. It deals with 
decisions regarding the commodities and services to be produced in 
the economy, how to produce them most economically and how to 
provide for the growth of the economy. 

4. Scope of Economics. While discussing the subject- 
matter and definition of Economics, we have said something about 
the scope of Economics too. But there are a few more things which 
we have to discuss in considering the scope of Economics. 



INTRODUCTORY 


7 


‘Scope’ means the sphere of study. We have to consider what 
Economics studies and what lies beyond it. The scope of Economics 
may be discussed under the following heads :— 

(i) Its Subject-matter. We have already seen that Economics 
studies those actions of man which are connected with wealth. It 
studies man’s ordinary business of life and how he makes use of his 
limited means to satisfy his unlimited wants. Economics studies how 
wealth, is consumed, produced, exchanged and distributed. Exchange 
includes determination of the value of commodities, money, banking, 
international trade, foreign exchange, etc. In distribution, we study 
the determination of rent, wages, interest and profit. Consumption, 
Production, Exchange and Distribution are the four departments of 
the study of Economics. Public Finance is also studied in Econo¬ 
mics. Thus the subject-matter of Economics is indeed very wide. 

According to the modern approach, the scope of Economies is 
to study not only price theory but also the economy as a whole. We 
study for instance how income is generated in the economy. We 
study the factors that determine a country’s national income, savings, 
investment, output, employment, etc. (This is explained later in 
Section 9.) 


(ii) A Social Science. We have seen that Economics studies 
human beings. But it does not stud} 7 them as isolated individuals 
living aloof in jungles or in mountain caves. Rather, it studies man 
living in organized society, exchanging his goods for those of others, 
influencing them by his action and being influenced by them in turn. 
He depends on them, and they on him. Economics is thus a social 
science and not one dealing with individual human beings. Interest 
has now almost completely shifted to the economj’ as a whole, how 
it grows and develops, the factors that hinder its growth and the 
measures that would help or accelerate it. 


(m) Science or Art. We have also to consider whether 

Economics is a science or an art. We shall discuss this question 

bel ° w ‘ Her f we that Economics is both a science 

? rt * It n , ot ° nl y fjplams why certain things happen, it also 
tells us how practical problems should be solved. 


exnl a in« ) fw‘ ( l ! ' e -' S<: j nCC v a ” <J / orma,t ’ ! ' e Scierice - A positive science 
effort e I J ,‘ nd wherefore’ of things. their causes and 

ness o ; wL„ r.f' enCe ' ° n the other hand, discusses the right- 

this Ito T 35 0f hmgS - Eoonomists hold different views on 

tive science IhT ec0 ™ m 'f s think that Economics is only a posi- 
wyc science and as such explains why things are as thcvnr« 

and te Is us 6 a g "he Sr 0th uT t ’"" k that is a normative 'science 
11 us as the things ought to he. 

science n e "; S E t X° miCS iS u b ° th a p0sitive “d a normative 
says whether iUs th/rilt tP certain things happen, it also 

that a few peonle - ,77 m*" 8 t0 happen ' For “ am ple, we know 

very poM P Economics ,h ^ are , V ? ry ri ° h while tho masses are 
equal distributiorof wc m K ^‘T “? °! ll y the eauses of this un¬ 
good or bad It m7Z Ut lt l h ? ,ld als ,° sa y wh ether this is 
tributed. Further it shm 1,1 Say that wealth ought to be fairlv dis- 

tller 6h °nld suggest the methods of doing it. 
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We may, then, sum up the scope of Economics by saying that 
it studies man’s actions in relation to wealth from the social 
point of view. It does not merely explore and explain but 
it also advocates and condemns. It not only investigates 
facts and discovers truths, bnt it also prescribes rules of life 
and passes judgment as to what is right and what is wrong. 
The scope of Economics is very wide indeed. 

5. Is Economics a Science or an Art ? When a student 
joins a college, he has to choose between two groups of subjects — 
Science subjects and Arts subjects. In the former group are includ¬ 
ed Physics, Chemistry, and Biology, and in the latter History, Civics, 
Economics, Philosophy, Sanskrit, etc. According to this classifica¬ 
tion, Economics falls in the Arts group. But this is not a sound 
classification, and does not help us in deciding whether Economics is 
a science or an art. 

Let us first understand what the terms “science” and “art” 
really mean. A science is a systematized body of knowledge. A 
branch of knowledge becomes systematic when relevant facts have 
been collected and analysed in a manner that we can “trace the 
effects back to their causes and project causes forward to their 
effects.” Then it is called a science. In other words, when Jaws 
have been discovered explaining facts, it becomes science./''Facts 
are like beads. But mere beads do not make a necklace. When a 
thread runs through the beads, it becomes a necklace. The laws or 
general principles are like this thread and govern the facts of that 
science. A science lays down general principles which help to explain 
things and guide us. 

The knowledge of Economics has advanced a great deal. It 
has reached a stage when its facts have been collected and carefully 
analysed, and ‘laws’ or general principles explaining facts have been 
laid down. Thus, the study of Economics has become so thoroughly 
systematized that it is entitled to be called a science. 

But Economics is also an art. An ‘art’ lays down precepts or 
formulae to guide people who want to achieve a certain aim. The 
aim might be the removal of poverty from a country, or tbe produc¬ 
tion of more wheat from an acre of land. 

Many English economists consider that Economics is a pure 

science and not an art. They claim that its function is merely to 

* • 

explore and explain and to help in the solution of practical problems. 
Yet many others are of the opinion that Economics is also an art. 
Economics does undoubtedly help us in solving many practical pro¬ 
blems of the day. It is not a mere theory ; it has great practical 

use. It is both light-giving and fruit-bearing. 

We conclude, then, that Economics is both a science and an art. 

6. Economic Laws. It has been established that Economics 
is a science. Like other sciences Economics has got its own set of 
principles or laws. “Law” here does not mean a statute (government) 
law. which must be obeyed, otherwise there will be a penalty. Nor 
is it like a moral law, such as “Respect your parents.” A moral law 
is based on public opinion, but the breaker of the moral law is not 
punished. It is only a desirable rule of conduct. 
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An economic law simply means a principle or generalis¬ 
ation according to which a person tends to act when he is 
engaged in an economic activity. It is a rale of economic 
conduct. Man’s actions in economic life are governed by these 
rules. 


What is the nature of economic laws ? Economics is a science 
which deals with man ; and man’s actions are always uncertain. 
Therefore, we cannot say what is going to happen in the economic 
sphere. Man has a will of his own, and his actions cannot follow 
some rigid rules. We can only say how he is likely to act under 
given circumstances and not how he must act. That is why it is said 
that an economic law is only a statement of a tendency. It 
simply indicates what the tendency is and cannot say with any 
degree of certainty what must happen. It cannot predict. Wo can 
never be sure of the consequences of an economic measure. The 
working of the economic system is a very complicated affair. 

The validity of an economic law depends on many outside 
factors. If wages are higher in Bomba}' than in Delhi, the economic 
law says that workers from Delhi will lend to move to Bombay. 
Their actual movement will, however, depend on so many other 
factors. They Mill take into consideration prices in Bombay, 
whether any housing accommodation is available, whether they have 
friends there to help and advise them, and so on. If these conditions 
are satisfactory, they will go. Economic laws are, therefore, condi¬ 
tional or hypothetical. A qualifying phrase, “other things being 
equal has to be added to them. They are true only under certain 

conditions. If the conditions are fulfilled, the result follows, otherwise 

not. 


Economics is thus not an exact science like Physics and Mathe- 
ma ics. The human element and social friction in the economic 
sphere make economic laws less exact than physical laws. It is for 
ins reason that Marshall compared economic laws to the complex 
\s o ti es rather than to the exact laws of gravitation. 
A simple law of gravitation tells us that an object thrown into the 

T i?l T .! nUS return to earth. The force of gravity pulls it down, 
here can be no exception. LaM's of Economics are not like this. 

better hf hedged ™ ul . ld ™ th limitations and exceptions. Thov can 

of earth W i th tldes which de P end ™ the relative position 

how high it wTurle. " eVCr Say when the tide wiH come and 

This P/ s a „“ wJf' sc ^ nces ' however. Economics is the most exact, 
measured in ? USe the strength of an economic motive can be 
measuring rod T ° f T . mon ^* °ther sciences have no such 
Political Science. ***** Ec0nomics is raore than History and 


such have relevant laws . are hlst orico-relative and as 

the fact is that th™ ° Ut f de , cerfcain historical conditions. But 
and have almost a nni^ ^ ased ? n vei T wide human experience 



10 


INTRODUCTORY ECONOMICS 


'* Relation of Economics with Other Sciences. Econo¬ 
mics has relation with almost all other sciences. All sciences have 
be . e . n developed by man for the benefit of mankind. As a science, 
which is primarily concerned with man’s welfare, Economics freely 
makes use of the other sciences in its study. It uses, in its own 

reasoning, the conclusions at which the other sciences mav have 
reached. 

Economics and Politics. But its relation with the social 
sciences is the closest. Economics ami Politics are very closely mixed 
lip these days. All political events have their roots in economic 
causes. All political problems are economic in nature. If you follow 
discussions in the legislature, you will find that most of the time of 
the legislature is taken up by economic matters. Political institu¬ 
tions also affect economic conditions, and vice versa. Dictatorship 
moulds economic conditions in a different manner from a democracy, 
foreign rule in India was largely responsible for Indian poverty. 

dhr.s there is a very close connection between Economics and 
Politics. 

Economics and History. Economics makes use of History in 
understanding the background of the present-day economic problems. 
History is also useful in establishing or verifying economic laws. 
But History is incomplete unless it discusses the economic develop¬ 
ment of man. History must devote its attention to the discussion 
of the economic condition of the people. It does not merely tell a 
tale of kings. Thus, 

Economics without History has no root, 

Histor}* without Economics has no fruit. 

Economics and Ethics are also inter-related. Ethics is a science 
oi what ought to be. It tells us whether a thing is right or wrong. 
Now ethical or moral considerations govern all economic activity. 
The economist cannot justify immoral activities. Many modern 
economists (e.g., Robbins), however, think that Economics is a pure 
science and as such it is not concerned with right or wrong. It is 
said to concern itself merely with means and ends lie outside its 
scope. It is neutral as regards ends. The ends may be good or the 
ends may be bad, Economics is not concerned. 

But our view is that Economics cannot be dissociated from 
Ethics. Ethics is the handmaid of Economics. The economists are 
being called upon more and more to give their advice on economic 
affairs, and the}' should not shirk this task. Hence Economics is 
both a positive science and a normative science. 

8. Importance or Benefits of the Study of Economics. 

Economics is considered these days as one of the most important 
branches of knowledge. The number of persons eager to study the 
subject is increasing from year to year. This is as it should be, for 
this study has very many advantages. In brief they are : 

, (a) Economics teaches us many interesting and instructive 
facts about man’s behaviour when he is engaged in economic acti¬ 
vity. The inner working of his mind in economic matters is revealed 
to us. We come to understand the various motives which guide him. 

It is both a fascinating and a fruitful study. 
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(6) Economic reasoning trains our mind as reasoning does in 
other sciences. It enables us to think clearly and judge correctly 
and thus affords useful mental exercise. A careful student of 
Economics can easily see through the game of politicians who want 
to deceive the public. He will not be misled by cheap newspaper 
propaganda. No doubt, “Economics is no philosopher’s stone to 
turn everything it touches into gold, blit it will help at least to 
distinguish gold from baser metals.” 

(c) The study of Economics helps us to understand how the 
complicated economic system of today functions almost automati¬ 
cal ty without any central control. Every economic disturbance 
somehow tends to smoothen itself out. For example, if there is 
a shortage of a commodity, its price will rise. This will cut down 
unnecessary demand so that the demand will be brought down to 
the level of supply. 

(d) Economics teaches us the important lesson of the mutual 
dependence of man on man. We come to realise how we depend on 
others for the satisfaction of our wants, and how others depend on 
us. It clearly brings home to us the bond that binds worker to 
worker, industry to industry and country to country. This know¬ 
ledge adds to our sense of responsibility and thus leads to better 
work and a happier society. 

(e) The study of Economics makes us useful and intelligent 
citizens. Most of the problems today are fundamentally economic in 
character. It is only Economics that can give us a correct under¬ 
standing of the problems of agriculture, industry, trade, transport, 
etc. Economics enables us to shape and mould the State policies 
for solving these problems. A student of Economics can easily 
understand questions relating to taxation, currency, exchange, etc. 
Thus it is clear that the study of Economics goes to build up a body 
of keen, intelligent and useful citizens. 

(/) Besides, the knowledge that Economics gives us has a great 
practical value in life. Economics js a science which is closelv 
related to life. In most government departments, knowledge of 
Economics is found useful and is sometimes considered indispens- 


-J° busmessmen ’ md ustrialists, bankers and leaders in public 
hie, Economics is specially useful. It supplies them with a rich 

b^Mt Ml 1 fa ? tS - cannot render them an y technical advice 

th T 5 avo,d 1* leads them to correct conclu- 

for it h«t r 6h0 der find s ‘he knowledge of Economics useful, 
tor it helps him in wisely spending his income. 

nrnhJrn J inally ’. * “Economics that we look up to for solving the 

but n ait P r r M y - *“"0“ al0ne wil1 not b " iId • millennium ; 
but in that building- and m whatever preliminary pulling down 

may be necessary), it is an essential tool.” P g 

of Erin Vlew °' f what has been said above, it is clear that the study 

an SccCt 'ntaTd° nly r USefU lL n ° rdinar y life . but also serves as 

valuefor rnider^del d . lscl Pb ne , The study of Economics is of special 
tor under-developed or developing countries like India. From 
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the study of the theory of economic development, we can learn what 
factors check the economic progress of a country and how we can 
make that progress more rapid. Backward countries have derived 
much benefit from the theory and techniques of planning. 

0. Divisions of Economics. As already pointed out, the 
study oi Economics is divided into four main departments or 
divisions, viz.. Consumption, Production, Exchange, and Distribution. 

In Consumption, we study the nature of human wants as well 
as the principles governing their satisfaction. The Jaw of diminishing 
marginal utility, law of substitution, the law of family expenditure 
and consumer’s surplus are of special importance. We also study the 
nature of demand, whether it is elastic, or inelastic, as well as the 
law of demand. 

In Production, we study how man makes efforts to satisfy his 
wants by producing wealth. In particular, we see how the four agents 
of production, viz., land, labour, capital and organization, co-operate 
and combine in the work of production. We study each of these 
agents, their importance and the conditions of their efficiency. 

In the third department of Economics, viz.. Exchange, we 
discuss how buying and selling are done and how prices are deter¬ 
mined. This happens through the interaction of the forces of demand 
and supply. 

The fourth department, • Distribution, is devoted to the study 
of the respective shares that go to the four agents—land, labour, 
capital and organization. These shares take the form respectively 
of rent, wages, interest and profit. In Distribution, we study how 
the share of each agent of production is determined. 

It is usual to divide Economics into these four departments 
only. But in addition to these, we have to study also the problems 
of Public Finance as well. Here we discuss how governments get 
money and how they spend it. Thus it involves a consideration of 
taxation and allied questions. 

It may, however, be pointed out that it is now only an old 
approach to divide Economics into these four divisions. The modern 
approach is different. The stud} 7 oi Economics is now usually divided 
into two parts : (u) Income Theory ; and ( b) Price Theory. 

In Income Theory, we study the working of the economic 
system as a whole. That is, we study what determines the total 
level of income in a country, its total expenditure, total employment 
and the yeneral price level (not the prices of individual commodities 
or services). We also study what causes fluctuations in these total 
quantities. This is the aggregative approach, also called Macro- 
Economics. 

In Price Theory, also called Micro-Economics, we study the 
determination of prices. We no longer divide the study of Economics 
into Consumption, Production, Exchange and Distribution. They are 
all covered by price theory. We shall seo that prices are determined 
by the interaction of demand and supply. The theory of demand 
covers consumption and supply covers production. According to the 
old arrangement, in exchange we studied commodity prices and in 
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distribution we studied factor prices, i.e., rents, wages, interest and 
profit. But in price theory we study both commodity prices (i.e., 
exchange) and factor prices (i.e., distribution). Thus all the old four 
divisions of Economics are covered in what, we now call Price 
Theory. 

In Micro-economics we study small individual parts of the 
economy. For instance, we study the individual consumer’s behaviour 
or that of an individual firm or what happens in any particular 
industry. In the price analysis, Are study the determination of the 
price of an individual commodity or of a particular factor of pro¬ 
duction, i.e., its reward. In the case of demand and supply, we 
study the demand and supply of an individual commodity or a factor. 
We study the incomoof an individual or firm of an industry and not 
the national income. In micro-approach, we assume full employment 
in the economy and cm that assumption, the economic problem is 
mainly of resource allocation or of theory of price. That is why till 
recently Economics concerned itself mainly with the theory of Value 

and distribution and it ignored the study of the economic system 
as a whole. J 


In recent years, thanks to late Lord Keynes, increasing 
attention is being given to the analysis of the economic system as a 
Avhole. This is Marco-economics. It studies aggregates or averages 
oi the entire economy such as national income, output a°nd 
employment, total consumption, total savings and investment, 
aggregate demand and aggregate supply, and so on. In this 
approach ful employment is not assumed. We study the deter¬ 
minants of full employment and see how the fullest possible emnlov- 

WuT C ? n tl be atta ! ned - The macro-approach is essential, for what ‘is 
the Parts may not be true of the whole. After all the 
p oblera of the aggregate is not merely a matter of adding or 

o^th^eeonomy^ happens respect o f ‘he various individual parts 

thc 0f ‘. hCSe approaches is adequate for the analysis of 

tearriv 7 SyStem - , U is essentiaI t0 integrate the two approves 
to arrive at a correct solution of the economfc problems ‘ P 

The I 0 ' ^nter-relation of the Departments of Economics 

- A- as vaae 


two if°^ftTobriouT <2 It’is'the T' The , cI ° Se . rektion between the 
leads to production Consii7m.fi C0I ! sum . er . s des,re to consume Avhich 

volume and naCe of SoSion Uni7 th tUrD ’ de J ,ends ‘he 
cannot be any consumption. The two afe th^muCuydeTendt" 

tion. p5 ? ^!dMS a Z' d Th T are tHe dayS ° f s P ecializa - 
the whole of it—and tw ^ y d ° n0t ^ onsu , me — at any rate not 

Exchange is thus essential .? nsume wliat the 7 d <> not produce. 
8 essential if consumers are to satisfy their wants* 
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Consumption thus depends on Exchange. But unless there are con¬ 
sumers, no exchange is called for. Hence exchange and consumption 
depend on each other. 

Consumption and Distribution. Consumption is also closely 
related to Distribution. In Distribution we discuss the share that 
goes to each of the agents of production out of the national income. 
Now, it is clear that if consumers are well supplied with the neces¬ 
saries of life, they will be efficient workers and will be entitled to a 
greater share of the created wealth. Consumption thus influences 
Distribution. 

In its turn, the nature of Consumption depends on the Distri¬ 
bution of wealth in a community. What a person consumes depends 
on the income he gets. If his wages are low, his consumption of 
goods too will be low and his standard of living will be low. 

Nowadays the problems of Distribution are regarded as impor¬ 
tant as those of Production, perhaps even more so. The real welfare 
of the people depends not so much on the aggregate production of 
wealth in the country but on how wealth is distributed. It depends 
on the respective shares accruing to the different sections of the 
community. 

Production and Exchange. Production is incomplete without 
Exchange. Articles produced must reach the hands of the consumers 
and this is impossible without Exchange. The system of buying 
and selling and the existence of markets stimulate production. But 
Exchange also depends on Production. Unless goods are produced, 
the question of exchanging them does not arise. There is thus inter¬ 
dependence between Production and Exchange. 

Production and Distribution. The greater the volume of pro¬ 
duction in a country, the greater would be the share of each agent 
of production. The character of Distribution, therefore, depends on 
the total volume of Production. Goods must be produced before 
they can be distributed. In its turn, Production, too, depends on 
Distribution. The methods and character of Distribution determine 
the income of a group An individual’s income affects his efficiency, 
which, in its turn, determines the volume of production. If workers 
are paid better wages, the productive efficiency of the country will 
certainly improve. Production will consequently be larger. Hence 
one department depends on the other. 

Exchange and Distribution. Exchange assists Distribution. A 
man gets his share of the national income in the form of money. 
But he does not want money for its own sake. He has to buy things 
he needs. He is able to secure these things only through exchange. 

It is clear then that the various departments of Economics are 
closely inter-related. Each one of them depends on the other, and 
thev act and react upon one another. We may repeat that we have 
split Economics into these divisions only for the sake of convenience 
of study. They are not water-tight compartments. They are closely 
inter-related. 

We may repeat that this is the traditional approach. The 
divisions and their inter-relation according to modern approach have 
been indicated in the previous section. 
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WHAT YOU LEARN FROM THIS CHAPTER 

Definition of Economics. It is wrong to define Economics as a scionce 
-of wealth. "Economics is a study of man’s actions in tho ordinary business of 
life. It enquires how ho gets his income and how ho uses it —thus it is on one 
side the study of wealth, and on tho other and more important sido, a part of 
the study of man.”— (Marshall). 

Robbins defines Economics as "the scienco which studies human be¬ 
haviour as a relationship between ends and scarce moans which hnvo alterna¬ 
tive uses.” Multiplicity of the wants and tho scarcity of means aro tho two 
foundation-stones of Economics. 

Foundations of Economic Science. Economics rests on tho multiplicity 
of wants and the scarcity of means. The insatiability of man and tho niggardli¬ 
ness of nature are the two foundation-stones of Economics. Human wants aro 
unlimited whereas the means to satisfy them are not only limitod but can also 
be put to alternative uses. 

c . What is the Subject-matter of Economics? "Wants—Efforts — 
Satisfaction’* constitute the subject-matter of Economies. It includes Con¬ 
sumption, Production, Exchange and Distribution of wealth. It studies man’s 
actions in relation to weal*’.. 

Scope of Economics. It studies man’s action in relation to wealth- 
consumption, Production, Exchange, and Distribution of wealth. 

It is a social science. 

Tt is both a science and an art. 


It is a positive as well as a normative science. 

, Scie “ ce or 80 Ar * ? Economics is a Science as it. is a 

Art aTk hefnfm fh. ? 'V for ™ ulatod la ™ to explain its facts. It is also an 
b^rtance solution of pract,cal problems. It has a great practical 


and raoml°law? iC Economio Law3 ara different from government laws 


thinrre: w° DOmic hf w L ? re hypothetical and have a qualifying phrase "otlior 

of tendencies. 

T1 -V like the 

with Scie ?“=- Economies has relations 

connected with social sciences like Politfi pt ? f th °£\ • But 1S moro 0,osol y 
These days Economics and Politics are so ’ Ethl ? 8 and Jurisprudence, 

unpossible to separate them FT.I2L? closely mixed up that it is almost 

and Economics also makes u*o of co, ?P^ oto without Economics, 

also closely conned wth Ethf^ St e Ec'n® tl - ,00rie3 - » 

science but also a normative science. Economics is not only a positive 

Advantages of the Study of Economics : 

behaviouHn\hTeconomic™phe r e infc<5re3t ‘ D8 and instructive facts about man’s 
’ S “ a r° fUl r nU1 6Xercise - Tfc our minds. 

2 L=S =? 

,1 E ,l“ y makM us ^eful citizens, 

industrialist, the “gWator busin<,s8mM1 ’ ‘he banker, the 
W It helps in the solution of tho problem of poverty 

Production “fhuruan wants and 

Exchange deals with markets and 8 tw? • ^ atl8factlon of human wants. 

Distribution discusses the sharing nf +k det o. rlni “ a * ilon of prices of goods • and 
of Production. ° 8harm « of the national income among the W agente 
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The study of Economics ie now usually divided into Price Theory (Micro¬ 
economics) and Income Theory (Macro economics). 

Inter-relation of the Departments of Economics. These departments 
cannot be separated into water-tight, compartments. They are closely inter¬ 
related. 

Consumption and Production — 

\\ ithout the stimulus of consumption there could be no production, and 
a thing must be produced before it can be consumed. 

Consumption and Exchange — 

It is through Exchange only that the consumers are able to pet what 
they want. 

Consumption and Distribution — 

Better Consumption means higher efficiencv • higher efficiency claims a 
larger slmro in national income. Thus. Distribution depends on Consumption. 
But Consumption obviously depends on Distribution, i.e., on the income that a 
man gets. 

Production und Exchungc — 

Production is incomplete without Exchange. Also, unless there is pro¬ 
duction there can be no Exchange. 

Production and Distribution — 

The larger the production, the larger the national income to bo distri¬ 
buted. A more even distribution of wealth will add to t lie efficiency of the 
workers and thus affect production. 

Exchungc and Distribution — 

Distribution is made through Exchange, for only thus is one able to 
change one’s money into the goods that one wants. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. What do you understand by "economic activity" ? (live a feu- examples . 

2. What are economic activities ? Name five economic activities and five 
non-economic activities in the daily life of a farmer. (P.U. Pre-University 1002) 

3. What is Economics ? Discuss the utility of the study of Economics. 

(See Secs. 1 and 81 ( Ajmer 1955 ; Delhi 1046) 

4. Discuss the subject-matter of Economics ? [See Sec. 3) 

(Delhi Prep. 1002) 

5. Define Economics and briefly discuss its scope. 

(Delhi Prc-Univ. 1061) 

6. Is Economics u Science of Wealth ? Explain fully. Examine its 

relation to Political Science. [Sto Secs. 1 and 7] (J. K. University 1058) 

Or 

Is Economics merely a Science of Wealth ? In the light of your answer, 
discuss the nature and scope of Economics. 

(Snrdar Vallabhbhai Vidyapeeth 1059) 

7. "Economics is the study of mankind in the ordinary business of life." 

Explain. What is the importance of the subject ? (Pb. Univ. H.S. 1002) 

8. "Scarcity of means and multiplicity of wants are the two foundation- 
stones on which the structure of Economics rests." Elucidate. 

[See See. 2] (P.U. Pre-Univ. 1962) 

9. Examine the following definitions of Economics : 

(a) Economics is a Science of Price. 

(b) "Economics is the, study of man in the ordinary business of life." 

(Ajmer 1953 ; Calcutta 1953) 

(c) "Economics is the study of principles according to which limited 
means are used for the satisfaction of unlimited wants." 

[See See. 1) (P.U. 1943). 
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10. Describe briefly the subject-matter of Economics. Is it correct to say 
that Economics is the study of man's activities in relation to wealth ? 

(Pb. Univ. 11.S. mi) 

11. “Economics cannot be a science because economists disagree." 

Comment. (Agra 1039) 

(Complete unanimity is not essential in a science. There can bo diffe¬ 
rence of opinion in every branch of knowledge. Economics is a science in spite 
of disagreement.) [See Sec. 5] 

12. Fill in the blanks by using one of the words given in brackets ’.— 

(t) Economics is primarily a study of - (tnan, wealth). 

(Pb. Univ. H.S. 1961) 

(it) Economics is the study of - in the ordinary business of life, (man 

wealth). 

(Pb. Univ. II.S. 1961 Suppt.) 

(Hi) Economics is a - (social, political, natural) Science. 

(it>) Man's wants are — (limited, unlimited) and means to satisfy wants 
ore - (unlimited, limited). 

(w) Economics is -■ (art, science). 

(vi) Economics is a - Science (positive, normative). 

(wit) TYonfs —efforts - (desire, satisfaction) form the subject-matter of 

Economics. 

l aws ( mit ) Economic laws are not as certain as -( physical, moral, government) 

(ix) Economic laws are statements of - (truths, facts, tendencies). 

Li- ( x ) Morshall's definition of Economics has been criticised by - (Ricardo, 

Robbins, Ruskm, Carlyle). 

13. Why is Economics spoken of both as a Science and as an Art ? 

(See Sec. 5) (Delhi 1935) 

EconJfic % Z. ^ ? WM V0U “* S0n ™ in * “ 

(a) Thou shall not steal. 

(b) Those who violate Sec. 144 shall be prosecuted. 

(c) The more a man has of a thing, the less he wants to have more of 
tf. Owe reasons for your answer. 

[For a definition of an Economio Law, see Sec. 6] 

(a) It is a law of Ethics and not of Economies. 

(b) It is a Statute law and not an Economic Law. 

(c) It is an Economio law called the Law of Diminishing Utility. 

. [See Sec. 6] ^ {p u m6 

of oiher D s*-2Zf ° f W. How do they differ from the laws 

rather lhan 'fpZS SS 

UrUU ° 9 ° f ^ Ch0raC ‘ 

[S ° e Se °* ° ] 0f (P.U. 1953 Suppl.) 

W'utrate^? r ar£!££ 0m ' C Z °“’' S ? H ° W 60 they di ff e Tfrom those of other sciences ? 

/ [See Secs. 4 and 7] (P.U. 1953) 
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Or 

Why is Economics called a social science ? Discuss the relation of Econo- 
mics with History, Politics and Ethics. ( P.U. 1957 ; J. <Sc K. 1955) 

[See Secs. 4 and 7] 

17. “Some people reyard Economics as an aid to the solution of practical 
problemsTo what extent do you agree with this view ? 

{P.U. 1955 ; U.P. Board 1953 ; Ajmer 1953) 

[See Secs. S and 8] 

Or 

What is Economics ? How far is its study useful in our everyday life ? 

[See Secs. 1 and 8] (P.U. 1956) 

Or 

Define Economics. What is the importance of the study of Economics to 
(i) a businessman, (ii) a citizen of a democratic State, and (Hi) a banker ? 

[See Secs. 1 and 8J (J. tfc K. 1956) 

Or 

Discuss fully the importance of the study of Economics. 

[See Sec. 8] (Delhi H.S. 1960 ; 

Rajasthan Inter. 1960) 

18. What is the practical value of the study of Economics ? 

(Ajmer Board Inter. Arts 1960) 

19. It is said that the study of Economics does not enable one to earn 

money that he might have earned otherwise. Why should then one study Econo¬ 
mics ? (Delhi H.S. 1961) 


20. Slate the main branches into which the study of economic theory is 
divided and discuss their relations to each other. (U.P. Board 1956 ; P.U. 1935) 

[See Secs. 9 and 10] 





CHAPTER II 


EVOLUTION OF ECONOMIC LIFE OF MAN 

1. Introduction. Economic development has been a very 
slow and steady affair. Human society has passed through several 
well-marked stages in its economic development. The time taken in 
each stage and the various details of development must, of course, 
have been different from country to country. But we may imagine 
that almost every country has passed through almost the same stages. 
Economic organism was very simple and primitive at first but has 
become very complex today. The main stages through which the 
countries in general have passed are : hunting and fishing stage, 
pastoral, agricultural, and handicraft stage, domestic system and 
industrial stage. 

2. Hunting and Fishing Stage. At the dawn of human 
history, it seems, man lived mostly on roots and fruits that he could 
gather from the jungle. His wants were very few. As a matter of 
fact, he did not require anything more than what animals needed to 
keep themselves alive. Gradually, he took to hunting. At first he 
used sticks or stones for the purpose. But the discovery of fire and 
the use of metals put into his hands sharper tools and weapons like 
knives and daggers. At this stage, he had no fixed plaee to live in 
nor did he own any immovable property. His only property was the 
tools he used. The hunting tribes were nomadic and moved from 
place to place. On the seashore or on the banks of rivers and lakes 
they lived on fishing, for which purpose also, by stages, better and’ 
better implements came to be used. Man used to cover his bodv 

7/tw^ 8 an r r ark f treeS because cl °th was not manufactured 
at that time Life at this stage was uncertain and man lived literal¬ 
ly from hand to mouth. 

A \ Pastoral Stage. The hunting and the fishing stages 

learnt^the^art • P aa * orad s ^ a g Q - By this time man had 

and t rt . f d ° n ? e3tloatIn S animals. He tamed wild animals 

for ht food nU At e th°e h em t- n hi ? p0SS ® 33ion ""horn he could use 
but in thef 1 th . hu ? tln g stage, he simply destroyed animals 
but m the pastoral stage he reared them up This improved 1 is 

arose in thfformTeatleTu^i. tt‘ ^ P*W 

as: p“" 

at this stage 
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4. Agricultural Stage. Gradually man learnt the art of 
ploughing and sowing. He did not like to depend entirely on the 
wild products of the jungle. In order to make life more secure and 
stable, cultivation of land was started along with the rearing of 
cattle. People now became more settled. Besides property in °the 
form of cattle, property also arose in the form of land. Division of 
labour in a very simple form was also introduced. Instead of 
wandering from place to place, people began now to live in small 
villages and built for themselves permanent homes. During this 
period, supplies of food both for man and for cattle were more 
assured and were available in much larger quantities. It was now 
possible to support a larger population on a given area of land. 
Each family had its private property in the form of houses and other 
movables, but land was generally held in common. The families 
were self-sufficient and did not need any outside assistance for 
meeting their essential requirements. Some bigger villages grew into 
towns and became marketing centres. 

o. Handicraft Stage, l'or agriculture, tools and implements 
were needed. Some people took up carpentr}' and smithy to supply 
this need. A body of professional craftsmen and artisans came 
into existence. At first smiths and carpenters went round and 
supplied tools or repaired them at the farmer’s houses. Gradually, 
these artisans set up small workshops of their own where they 
manufactured tools. They also owned lands which they cultivated 
themselves or got cultivated by farmers. These craftsmen organis¬ 
ed themselves into craft guilds. These guilds not only looked after 
the welfare of the craftsmen, but also looked after production. 
They ensured proper quality of the products of their members and 
fixed their prices. Such guilds were to be found in Europe in the 
middle ages. In India also caste groups performed similar functions. 
When the markets extended to distant places, these craft guilds 
could not perform their functions efficiently. Abuse of the mono¬ 
polistic power and privileges by the wealthier guilds also led to their 
decay. At this stage division of labour became further extended. 
Several new occupations were developed. Life became more settled 
but more inter-dependent. Production was still on a small scale and 
it was done mainly by the producer himself with the help of the 
members of his family in his own cottage. There was no system of 
hired labour. The system of production was based on cottage indus¬ 
tries system. The system of private property became more wide¬ 
spread. 

6. Domestic System. The handicraft stage yielded place 
to what has been called the domestic system. This is marked by 
the appearance of middlemen. Merchants supplied raw materials to 
artisans in their own homes, paid them wages at fixed rates and got 
the finished products which they themselves disposed of. The 
widening of the market was both a cause and an effect of the rise of 
this system. The workman became differentiated from the capitalist 
employer. He lost his economic independence, because he was at 
the mercy of the employer for everything. He simply became a 
wage-earner. All the profits went into the pocket of the commer- 
ciaf middlemen. Under the supervision of tho capitalist middlemen. 
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division of labour beame further extended. The domestic system 
can still be found in India in most of the towns, although it is giving 
place to the factory system. 

7. Industrial Stage. Then wo come, to the final stage, viz., 
the industrial stage. This stage is the evolution of economic life 
of man started in the later part of 18th century in Europe. Side 
by side with cottage industries large-scale organised industries grew 
up. The world entered on an era of machinery, large-scale produc¬ 
tion and world-wide markets. The capitalists now set up factories 
of their own and got complete control of the industry. Workers 
were hired and mado to work in factories instead of in their own 
cottages. They came under complete control of the factory ownors. 
The workman, being too poor either to buy machinery or to buy raw 
materials, gave himself over to the rich capitalist at a fixed daily 
wage. Division of labour became more complex. No person could 
be self-sufficient. For everything one came to depend on one's 
fellow-beings living in distant lands. Institution of private property 
became firmly established. Big cities grew up. Cheap and efficient 
means of transport and communication were developed. Villages 
lost their self-sufficiency. Credit and banking also developed. Barter 
economy was, in course of' time, replaced by money economy and 
now by credit economy. In the field of business organisation, joint 
stock companies were formed. Production came to be carried in 
anticipation of demand. Competition has now come to rulo where 

custom held its sway. Market has become national and international 
in extent. 


,. ^ What Stage Is India ? It is very difficult to place 

India in any particular stage of economic development. India is a 
sub-continent and we find all the various stages of economic develop¬ 
ment existing side by side. There are areas which have not yet 
ecome civilized. People there still live in a form of tribal organisa- 
tion, where they five by primitive agriculture and on their cattle. At 
t* extreme are big cities like Bombay, Calcutta, Delhi, 

lift P w ioknow, Alla!Iiabad, etc. where people live a most modern 
for *1 ^T 0t .! llrd J, op the Indian people depend on agriculture 
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areas prosperous and enlightened ; we shall have an all-embracing 

development, in both the economic and the social fields. A verv 

important place was given to industrial development in the Second 

*ivc-\ear Han The Third Five-Year Plan will carry the process of 
development still further. * 

ECONOMIC SYSTEMS 

The world has now become familiar with three main economic 
systems, viz. , (i) Capitalism, (u) Socialism, and (m) Fascism or 
Controlled Capitalism. Let us stud}' these systems one by one. 

9. Capitalism. This system prevails in India, England, 
America and over the rest of the world with the exception of Russia, 
the Eastern European countries and China. The special features of 
the system are the following :— 

\^ 1 ) Private Property. It is based on the institution of private 
property. People are permitted to acquire property and to pass it 
on to their heirs in inheritance. This explains why people are born 
unequal, economically speaking. Those inequalities are further 
increased from generation to generation. The rich people tend to 
grow richer and the poor people tend to grow still poorer. 

(tt) Economic Freedom. Under capitalism, people enjoy what 
is called economic freedom or freedom of enterprise. Economic 
freedom means three things : (a) People can take up any occupation 
they like ; ( b ) they are frco to enter into any contract with their 
fellow-beings that they find profitable to themselves ; and (c) they 
can use their property in any manner they like. It should be 
remembered, however, that there is no absolute freedom in these 
respects. The governments impose restrictions on individual freedom 
in all countries in order to safeguard the general interests of the 
community. 

(Hi) Ownership and Management of the Means of Production. In 
a capitalist society, the instruments of production like the farms, 
factories and business are owned by private individuals. They are 
managed by them for their own exclusive benefit. The owners do 
not consider it their concern to look after the welfare of the com¬ 
munity. Their own welfare is their primary concern. Thus all 
profits go into the pockets of private individuals. The capitalists 
enrich themselves at the expense of the society. The workers get 
only a small share out of the national income. Thus the gulf 
between the ‘haves’ (the few rich) and the ‘have-nots’ (the many 
poor) is indeed very wide. 

( iv) Class Conflict. The ‘haves’ and the ‘have-nots’ arc 
constantly fighting against one another. The society under capitalism 
is divided into two warring camps. The battle of labour versus 
capital is constantly going on. This prevents a capitalistic society 
from enjoying peace and tranquillity. There are constant threats of 
striks and lock-outs and the society may be thrown into confusion 
any moment. 

(v) Un-co-ordinated Nature. Under capitalism, there is no 
machinery to bring about co-ordination in the various aspects of 
economic life. Business decisions arc made by millions of indepen- 
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dent businessmen. There is no authority to control them and bring 
them into co-ordination with one another. That is why capitalism 
is said to work blindly and blunderingly. 

(ut) Control Goes With Risk. Under capitalism, those who 
invest and risk capital are given the control of the business. This is 
necessary to ensure that decisions will be made wisely and cautiously. 
If capital belonged to some people and the authority to make 
decisions rested with others, it is obvious that decisions could not be 
taken with full sense of responsibility. There will be a lot of waste. 
The fear of loss compels people to make careful decisions. 

(vii) Dominant Role of the Entrepreneur. In a capitalistic order 
of society, entrepreneur plays a very dominant role. The whole 
productive machinery is under his direction. It is he who decides 
what to produce, how much to produce, where to produce and where 
to sell. All other factors of production are hired and paid by the 
entrepreneur. The economic future and prosperity of a country 
depend on the wisdom and foresight with which its entrepreneurs are 
gifted. 

Capitalism has placed at the disposal of society a rich variety 
and abundant supplies of useful commodities. The living standards 
have thus continuously been rising. New lines of production have 
been started by capitalists. The world has thus witnessed a series of 
useful inventions and discoveries. Since the capitalists run the risk 
of loss, the resources of the community are very carefully used and 
waste is avoided. The ablest businessmen get the handsomest 
rewards in the form of profits, whereas the incompetent businessmen 
have to suffer heavy losses. This is not only just but it also provides 
great stimulus for economic progress. The general mass of consumers 
control and determine the direction and volume of production. This 
looks democratic. Since control goes with risk, it ensures wise 
economic decisions. That capitalism has survived for centuries 
proves the soundness of the system. 


But some evils of capitalism are also quite apparent. Under 
capitalism, competition rules and competition involves lot of waste. 
1 here are a dozen similar shops where two would suffice. Huge 
expenditure is incurred on advertisement simply to attract the 
customers attention. If a fraction of this expenditure had been 
incurred in improving the quality of the products, it would have been 
f immense benefit to the society at large. Cut-throat competition 
confers no benefit on society. Legal, social and economic friction 
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individuals. Profits from trade and industry go to the Government 
treasury and not into the pockets of private businessmen. Socialism 
means the end of private enterprise. All businesses are started and 
run by the State and the profits are utilised for the general welfare 
of the community. 

It should, however, be remembered that the socialists do not 
want to abolish all private property. Private ownership only in the 
means of production is to be abolished. Under Communism, all 
private property will be abolished. It is also necessary to understand 
that socialism may not bring about economic equality. Although 
everybody works for the State, yet everybody is not paid at the 
same rate. Payment for work is made according to the nature of 
work and the ability of the worker. Although equal payment is not 
guaranteed, yet equality of opportunity is assured to all. The 
socialist States generally provide free education, free medical aid 
and everybody is guaranteed employment. Under capitalism, the 
resources arc allocated according to the wishes of the consumers but 
under socialism the utilization of the resources of the community is 
decided by the Government. There is no consumers’ sovereignty. 
Socialism is supposed to cure some of the glaring evils of capitalism 
but it would also suppress human personality and kill individual 
initiative. It would encourage mediocrity at the expense of genius. 
It is impossible to achieve equality. On the whole, however, it 
seems better to work for the establishment of socialistic pattern of 
society. That would promote general welfare instead of enriching 
the few. 

11. Fascism or Controlled Capitalism. Fascism prevailed 
in Germany and Italy during the times of Hitler and Mussolini 
respectively. Under Fascism the State is all in all. We may say 
that, under socialism, the workers are supreme and under capitalism 
the capitalists hold the upper hand, but under Fascism, on the other 
hand, the State is supreme. Neither are the workers allowed to go 
on a strike nor are the employers permitted to close the factories. 
It is recognised that both strikes and lock-outs are harmful to the 
community in general, and the State, as guardian of the interests of 
the community, steps forward and keeps both labour and capital in 
check. 

Fascism resembles capitalism in that the system of private 
enterprise and private investment prevails. Private property in the 
means of production is maintained. But the State exercises control 
over both wages and profits. Fascism resembles socialism in that 
the State is supreme in the economic sphere. Thus fascism is a sort 
of compromise between capitalism and socialism. Both socialism 
and fascism are ruled by dictators. Under both, in all trades and 
industries, bodies representing employers, employees and the fascist 
parties are established. These bodies co-ordinate all economic 
activities. 

12. Mixed Economy. What may be called a new system, 
seems to be shaping itself. In England, which may be regarded as 
the home of capitalism and free enterprise, certain important indus¬ 
tries have been nationalised. India is also following the example of 
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England. England nationalised the Bank of England and the steel 
industry (steel industry was later denationalised by Conservative 
Government). India has nationalised the Reserve Bank of India 
and the life insurance business. If the Government of India had 
not been handicapped by the lack of funds and trained personnel 
and if it had not been engrossed in mere urgent problems, India 
would also have nationalised certain industries. The Government of 
India declared in 1948 that for ten years there would be no nation¬ 
alisation, which meant that when 10 years were over, steps towards 
nationalisation might be taken. 

According to the new industrial policy of the Government of 
India announced in 1948 and later in 1956, some industries have 
been started under State control. These industries are owned by the 
Government. Such industries may be considered to constitute the 
socialised sector. In a mixed economy, the private sector (capitalism) 
and public sector (socialism) exist side by side. There are industries 
which are owned by private capitalists ; there are industries which 
are owned exclusively by the State, and there are industries in 
which the State and the private capitalists form partnerships. It 
seems very likely that mixed economy will make a rapid headway in 
the capitalistic countries. 


It India, under the Five-Year Plans, the scope of State- 
operation, State-control and State-interference has been very much 
enlarged. The private sector will operate according to ‘wider’ 
policies laid down by the Government. Our mixed economy tends 
to assume the shape of democratic socialism ultimately. Under it 
both private and public sectors shall operate, but the private sector 
wdl work under the overall general control of the Government. 
India has decided to establish a socialistic pattern of society. For 
this purpose public sector is being expanded. Taxation of the rich 
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of labour, as if everybody says to another “you do this for me, and I will 
do that for you”. Tho division of labour or specialisation is responsible 
for increasing the efficiency of the economic system. It is well known 
that a jack of all trades is a master of none. Specialisation has 
great technical advantage. Each person and each region can use 
to best advantage any peculiar differences in skill and resources. 
There is tremendous increase in productivity. Adam Smith’s example 
of pin-making is classic. One man could at best make a few dozen 
imperfect pins per day, but with division of labour, a small number 
of persons can turn out hundreds of thousands of perfect pins a day. 
Specialisation leads to mechanisation and the use of labour-saving 
tools and equipment. 

(tt) Extensive Use of Capital. Another characteristic feature 
of a modern economy is the use of vast amounts of capital, elaborate 
machine equipment, big factories, tools and plants, etc. A modern 
economic system has a huge stock of instruments of production. 
Consequently the production, instead of being simple and direct, has 
become indirect and roundabout. There is a long distance between 
an individual producer and the final consumer. The production 
process is like the egg-chicken-egg-chicken-egg sequence. When the 
circular path of production is well-established, the whole thing 
looks simple and automatic. However, the community has to 
forego immediate consumption and divert resources from current 
consumption and production to the making of tools, machines 
and equipment which will bear fruit only after some time. Thus 
saving is absolutely necessary for capital formation. One necessary 
consequence of the extensive use of capital equipment is that 
the bulk of economic activity is directed towards the future. The 
bulk of current economic consumption is the result of past efforts. 
Hence “it is the primary role of current productive efforts to 
produce for the future so as to repay the past for present consump- 
. tion ” There is doubt that the extensive use of capital goods in 
an economy has meant a tremendous increase in its productive 

capacity. 

(tit) Extensive Use of Money. Still another outstanding feature 
of a modern economy is the extensive use of money. Although the 
ultimate objective of a worker or a producer is to get goods and 
services for himself and his family, but the immediate motive is to 
earn money. The factory owners and other employers earn money 
themselves and pay their workers in the form of money. It is a 
matter of great convenience for all concerned. A person who comes 
to acquire money, can spend it at his convenience and in amounts 
as it suits his needs. Money serves as a very convenient medium ol 
exchange, otherwise goods will have to pass from one person to 
another unnecessarily. Thus the use of money facilitates tho work- 
in*' of the economic system and increases the flexibility of the system 
of*exchanges to an extraordinary extent. In the absence of money, 
the present division of labour would create impossible situations. 
The inconveniences of the barter system (i.e., oxchange of goods 
direct with goods without use of money) are well-known. A modern 
economy cannot work on the barter basis. But whore there are 
advantages in the use of money for a modern economy, the economic 
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system also develops some monetary diseases breeding booms and 
depressions. 

(tt>) Role of the Government. Finally, in a modern economy, 
the Government plays an all-pervading role. Even in democratic 
countries, the sphere of government activity has considerably widen¬ 
ed, since the people have not been satisfied with perfectly unrestrain¬ 
ed market system. In this system some individuals receive 
excessive incomes whereas the masses receive inadequate incomes. 
Hence the Government steps in to supplement the real or money 
incomes of poor masses. It provides free or cheap education and 
medical aid and other amenities. Moreover, the Government pro¬ 
vides collective services like electricity, water and transport. 
Government expenditure provides employment. “Together with 
Government expenditure and taxation, the decrees of government 
are hardly less important than the price system itself in determining 
the economic fate of the nation. The Government plays a very 
important part in removing the causes of acute and chronic trade 
cycles. The Government uses its constitutional fiscal and monetary 
powers to make sure that private enterprise functions satisfactorily 
and maintains a steady level of high employment and rising 
productivity.” 


These are a few outstanding features of a modern economy— 
extensive division of labour, extensive use of capital, extensive use 
of money and the dominant role of the State. 

14. The Functioning of the Economic System. In the 

foregoing chapter we have defined Economics and have discussed its 
nature and scope. Broadly speaking, Economics is a study of the 
economic system under which people live and work. An economic 
system refers to an institutional arrangement whereby natural and 

num.an res ™ rces of an economy co-operate to produce goods and 
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Once it has been decided what things to produce, the next thing 
to be done is the decision regarding how to produce these things in 
the most efficient wav. Since from the technical point of view, there 
are often more than one methods of production known to us, the 
problem is that of selecting the one which minimises the costs of 
production. This is the problem of resource-allocation or economic 
efficiency. Under the capitalist system, production is for the market 
rather than for 6elf-consumption and the aim of the producers is to 
maximise their profits. Therefore, it is the interest of producers to 
adopt such methods of production as minimise costs. 

The next function of the economic system is to distribute the 
amount of goods and services produced among the factors of produc¬ 
tion. Production being the joint result of the co-operation of factors 
of production, these factors of production are entitled to their respec¬ 
tive rewards. The economic system determines these rewards. 
Besides, every economic system provides for its growth and change 
so as to incorporate the latest advances in technical knowledge. In 
the capitalist system this is done mainly by ploughing back a part 
of profits of the enterprise in further expansion of the business. Thus 
a part of production is devoted not to immediate consumption but 
for investment and capital formation. 

QUESTIONS 

1. Write a short account of evolution of economic life. 

[See Secs. 2, 7] ( Delhi 1953, '55) 

2. State the stages of Economic Development and}'give the characteristics 

of the present economic system. [See Secs. 2, 7] (P.U. 1956) 

3. What are the main landmarks in the development of economic life in 

human society ? (Ajmer Board Inter Arts 1960) 

Or 

What has been the development of economic life through various stages, from 
the earliest times to the modern times ? Through what stages is India passing now ? 

(Rajasthan H.S : 1960) 

4. Name the different Economic systems and indicate the special features of 

each. [See Secs. 9-12] 

5 Describe briefly the chief characteristics of the modem capitalistic system. 

(Delhi Prep. 1962) 

6. Distinguish between Economics and Economic System. Give the nviin 

features of any economic system with which you may be familiar (P.U. 1919) 

[Economics is a science which studies human behaviour as a relationship 
between ends and scarce means which have alternative uses. But economic system 
refers to an arrangement in which economic activities are organised. We are fami¬ 
liar with capitalism.) [^ 00 ^ eC- 

7. What do you understand by capitalistic system ? Briefly explain its 

advantages and disadvantages. [See Sec. 9] (Delhi H.S. 1959) 

8. What do you umlerstand by mixed economy ? Do you think that this 
system will suit India best ? Give reasons. 

9. What are the essential features of a molern economy ? 

10. Briefly describe how an economic system functions. 



CHAPTER III 


GOODS-UTILITY—VALUE—WEALTH 

The riddle of high utility and low value , and low utility but high value. 

1. Introduction. In this chapter, wo propose to explain 
some terms which are frequently used in Economics. This is es¬ 
sential not only for clear thinking but also for a correct under¬ 
standing of the language used in books on Economics. The terms 
used in Economics are also used in the ordinary speech. But in 
Economics they are used in a sense different from that in which they 
are used in ordinary speech. We shall make it clear here in what 
sense they are used in Economics. 

GOODS 

2. Goods. We know that human wants arc the starting point 
of all economic activity. Man has wants which he must satisfy. 
There are two things with which he can satisfy these wants—goods 
and services. Goods mean the commodities that we use and ser¬ 
vices refer to the work that a person may do. Services are not 
something tangible or concrete. The help of a tutor, the advice 
of a lawyer or a doctor, the work done by railways or domestic ser- 
vants-these are all services. Goods or commodities, on the other 
hand, are almost always concrete, material and tangible, e.q land 
houses, furniture, etc. They all satisfy a human want. 
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mic good tomorrow, or the same thing may be free good under 
certain conditions and an economic good under others. For instance 
air is not a free good in a deep mine ; water in a city is an economic 
good, and not a free good, because a price has to be paid for it. 

As population increases, goods which were free before become 
economic goods ( i.e ., goods for which a price is paid) later. Increase 
in economic goods is synonymous with increase in wealth. But that 
does not necessarily mean that the people are better off. Here is 
a paradox—an increase in wealth makes the people worse off than 
before. “Indeed it is conceivable that a country's wealth might increase , 
yet its welfare actually diminishes" .—( Silverman ). This is so because 
manj' things, like fuel and water, for which the primitive man had 
to pay nothing, the modern man cannot get without payment. Even 
those things which were free goods before have been included in the 
category of economic goods or wealth and have become scarce. 
And human welfare is not increased by scarcity. Hence increase 
in economic goods does not necessarily mean increase in economic 
welfare. It might mean the opposite. 

( b ) Consumers' Goods and Producers' Goods. Goods can also be 
classified as consumers’ goods and producers’ goods. 

Consumer's Goods are those goods which yield satisfaction 
directly. They are used by the consumers to satisfy their wants, 
e.g., food, clothing, pen, ink, etc. They are also called goods of the 
First Order. 

Producers' Goods are those goods which help us to produce 
other goods, e.g., tools, machines, etc. They are also called goods of 
the Second Order. They satisfy our wants only indirectly, because 
they produce goods which in turn satisfy our wants directly. 

(c) Material and non-Material Goods. Another classification 
of goods is between material and non-material goods. 

The examples of material goods are land, buildings, furniture, 
cash, books, etc. 

Non-material goods are various kinds of services. They are 
not tangible. But some of them are scarce and can be transferred. 
The goodwill of a business falls in this category. It can be bought 

and sold. 

{d) Transferable and Non-transferable Goods. Most material 
goods can change their ownership. In such cases, a bodily transfer 
takes place and the goods may be moved from one place to another. 
In some cases, however, actual physical transfer cannot take place, 
e.g., in the case of land. In this case, no actual movement is possi¬ 
ble, only ownership is changed. 

Non-transferable goods like skill, ability, intelligence, etc., which 
are personal qualities, cannot be transferred-only their service can 
be used by others. 

(e) Personal or Internal, and Impersonal or External Goods. 
Personal goods refer to the personal qualities of aperson;, e.g his 
ability and skill. They are non-material and exist inside him. iney 
are what he is and not what he has. 
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Impersonal goods are those that are not personal. They are 
external and lie outside a person. They are what he has, e.g., land, 
houses, etc. 

(/) Private and Public Goods. Private goods are the property 
of private individuals ; e.g., land or buildings owned by them exclu¬ 
sively and not shared with others. 

Public goods are those which are common to all and are owned 
by society collectively ; e.g., a town hall, a college or a hospital. 

(< 7 ) Goods can also be classified as necessaries, comforts and 
luxuries. We shall discuss them in the next chapter. 

From the above classification it is clear that the same ‘good’ 
can fall in several categories. Land, for instance, is a material good; 
it is transferable and may also be private or public good. 

GOODS AND THEIR CLASSIFICATION 

GOODS 

(*•«.# things which satisfy human wants) 


Extema 


Internal 


r— 

Material 

I 


Transferable: Non-tr 

Clothes, Motor- 

Pencils, licence 

Bread, Birth 

Money, certific 

Land, Princij 

Corn, testimi 

■(*•«•» all Insura 

economic goods). Poliey. 
They are scarce, 
transferable and 
possess utility. 


Non-transferable : 

Motor- 

licence, 

Birth 

certificate. 

Principal’s 

testimonial. 

Insurance 


j Personal and 

Non-material Non-transferable • 

r j__ SMI. 

_ , I , J Ability, 

Transferable : Non-transferable : Honesty 


Domestic 

services, 

Goodwill 

of 

business, 

Patent 

rights. 

Copyrights. 


Light 

Friendship, 
Beauties 
of nature 


Health, 
Wisdom, 
Taste for 
beauty. 


UTILITY 

4. (Me aning of Utility. We have seen that goods satisfv 

& W ^ ThiS W *r satisfyins qualit y in a good is called! 

Utility means the power to satisfy want.) In order to finH 

•out whether a good possesses utility or not weX e s m l L 
ourselves the question : -Does it satisfy a himan want “ P Tf L e 
has utility, otherwise not. If a person is prepared to nav for if ^ 
clear that he thinks that it will satisfy his want For^him ^ ^ 18 

—' A'svtsa sss a 

.. .Utility is not the same thing as usefulness A 
satisfy a human want, but may not be useful \()n th^thm^Y 
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them, we say that thov possess utility, even though their consump¬ 
tion is injurious. Similarly, a man may have a picture which is 
indecent and vulgar. But if another perion is prepared to pay a 
price for it, we have to admit, as economists, that the picture 
possesses utility. ( The term ‘utility', therefore, as used in Economics, 
has no ethical or moral significance. A thing may be good or it may 
be bad, but if it satisfies a human want, we shall say it possesses 
utility. It is not on moral considerations that the economists decide 
whether a commodity has utility or not. \ 

Utility is not synonymous with pleasure. A good, which 
possesses utility, may not give pleasure when consumed, e.g., quinine. 
But in spite of its bitter taste quinine is purchased and consumed, 
for it does fulfil a need. Hence utility is not the same thing as 
pleasure. 

Utility does not mean satisfaction. Utility is the quality in a 
good by virtue of which it gives us satisfaction and it is not itself 
satisfaction. Satisfaction is what wo get, and the utility is in the 
thing. To say that a mango gives utility is incorrect. We should 
say ft possesses utility or it gives satisfaction. A thing possesses 
utility but it gives satisfaction. 

Utility is Subjective. No commodity possesses utility in itself 
independent of the consumer. It is the consumer’s mind which 
gives it utility. A blind man cannot see a picture ; it has no utility 
for him. A cigarette has no utility for a non-smoker. Utility varies 
from individual to individual. Even for the same individual, a 
commodity may possess different utilities at different times or in 
different places. A warm suit has greater utility in winter than in 
summer. A raincoat has greater utility in the hills during the rainy 
season. It all depends on a man’s circumstances. That is why we 
say that utility is subjective. It depends on a man s mind rather 

than on the thing itself. 

Moreover, the same thing may possess different utilities for 
different purposes. For example, water has different utilities when 
used for drinking, bathing or washing. Further, utihty changes with 
the advancement of knowledge. Wo may discover now uses for a 
commodity. Many by-products such as molasses in case of sugar 
which used to be thrown away as useless, are being profitably used 


now. 

A change in the form of a commodity may bring about a 
change in its utility. A log of wood has not the same utihty as a 
table into which it has been converted. 

A eood may have different utilities in different hands or when 
there is a change in the ownership. When a rich man deposits his 
idle money in the bank, it can be loaned out to some one in need of 
it It thus comes to have utility that it did not possess before. In 
the same manner, when a cultivator buys land from a ^-cultivating 
owner its utility increases. A watch has no utility m the hands of an 
icnora’nt and illiterate person who cannot read it but has a great 

d 8 cal of utility fora student. From all this discussion we come to 

the conclusion that the utility of an article varies with the change 
conditions and circumstances. 
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5. 


«• Can We Measure Utility ? The utility that a commodity 
possesses for a person depends on the importance'that lie attaches to 
it. A book possesses greater utility for a student than for an illiterate 
person. Utility, therefore, reflects the state of mind of a person 
Can we measure this state of mind 1 It looks as if we cannot. How 
can we peep into, or enter into a man’s mind, to see how much 
utility a commodity possesses for him ? But we have got one measur¬ 
ing rod money which helps us here. When we arc prepared to pay 
Rs. 10 for a fountain pen, it is quite clear that we think it worth 
... ' In other words, its utility to us is equal to Rs. 10. The 
utility has thug been measured by money. 

7 ', / •, The main forms of utility are : (a) Form 

♦•r* ‘ V c ! ianglng tJie form 011 article, we can give it greater 
XiX'P'lrX tra, ' sf ° r “ latio P T of a lo S of "' 00(l >'>‘0 a piece of 

(b) P^aceJJUlit^ Utility can also be increased by transporting 
a good from one place to another. When timber is brought to the 

“rest ’ TLtTpUe 0 Uti™ty mUCh UtiHty than “ ha<1 in 

tim . s . torin 8 a commodity and selling it at a 

time of scarcity, we can give it greater utility. This is Tim! Utility 

VALUE 

7. Meaning of Value. ‘Value’ is anotiier term winch has to 

- SpeeCh - r\° ften “7 education lias great value or tha 

tftfZesT tPX T'" ’ b ^ ^ ^ 

■utility’. I„ Economies, tho^ torm^value^is not°used S in*!!^ 6 term 

utility’'. “ th ° ’ for whilwe use^hXm’ 

exchange for it. We cannot ovehl g r ^ hat . oan be obtained in 
value ?„ the econom.o “Le ,s fheref eSh a ' r f ° r a " yth ' m & • “ a 
otherwise so valuable—nav indisn’ens .f* 019 ! 2810 even though it ia 
hand, has value becauseTt^fb^eX d f P<SnCi1 ’ ° n the other 
he able* get some in k ~ -7 

ikai we or services 

term, of other commodities and Unices £ PUrchat f n !> <» 
other things in exchange . ’ * td power °f commanding 

eommJdiV^tt^: 1 -^^ ^™val M in the market a 
m exchange for a free good 8 One l ° dy WlU S ivo anything 
likes without paying anythin* n 1 hav .° as mu ch of it as one 

m the economic sense. Three quaUfica'tion? 11 * 10 g °° ds ° an have value 
Wore it can have value : 1 * ree * uaU fi cat '™ or* essential for a good 

( a ) 11 mu *t possess utility, 

(*) It must be scarce , and 
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(c) It must be transferable or marketable. 

All these three qualities are essential together. In the absence 
of any ane of these qualities, a good will have no value at all. No¬ 
body will be prepared to give anything in exchange for a commodity 
which is not scarce or which does not possess any utility or which is 
not transferable. For example, air possesses utility, but it is not 
scarce. Rotten eggs may be scarce ; but since they possess no utili¬ 
ty, they have no value. Hence it can have no value in the economic 
6 ense. A book has utility, it is also scarce and transferable. It has, 
therefore, value in the economic sense. 

8 . Price. Value is not the same thing as price. When value 
is expressed in terms of money , it is called price. In pre-historic times, 
people did not know the use of money. They exchanged goods for 
other goods. This system is called barter. In those days, the price 
of a commodity meant the commodity or commodities for which it 
could be exchanged. In other words, price and value could be used 
as synonyms. 

In modern times, however, goods are ordinarily exchanged for 
money. Therefore, the price of a commodity today means its 
money-value, i.e., the price it commands in the market. ‘Price’ ox- 
presses value in terms of money. 


9. Value is Relative. Since ‘value’ in Economics means 
value-in-exchangc, it must be relative. It cannot be absolute. It is 
impossible to speak of the value of a commodity in an absolute man¬ 
ner independently of something else. For example, to say that the 

value of a fountain pen is great gives an idea of its utility only. To 
talk of the value of a fountain pen, in the economic sense, we must 
relate it to the other things which we can get in exchange for it. Value 
is always in terms of something else. 

Value equates certain commodities, i.e., a fountain pen may 
fetch 5 dozen pencils in exchange ; it is equal to 5 dozen pencils. It 
expresses relationship between the two commodities ; it relates one 
to the other. Hence value is relative. A thing does not stand alone. 

When we are thinking of its value, we always think of something 
else, in terms of which its value can be expressed whether it is money 
or any other commodity. 

Value thus is relative and as such represents an equation bet- 

ween two commodities. It is very easy to see that both sides of the 

enuation cannot rise at the same time. Take the previous example 
equation caini nencils. If the fountain pen increases in 

vahie° U H will buy more pencils tlian before, which means that pencils 
’vone do™ in value. On the other hand, if pencils become more 
valuable less than 5 dozen will he needed to buy a fountain pen. This 
that the value of the fountain pen has gone down Thus if 
m B thineloos up the other thing comes down in value. Both cannot 
go up or g come In u< the same lime. Thus there cannot be a 
r i S e or fall in values. 

S But there can be a general rise or fall in prices. Wo see such 
thoslme ttae 8 wJare'lookingIVone side of* the equation 

T n ~e goods X and not the other, 1 'the money side. Goods hat. 
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gone up in value, while money has come down in value. Thus all prices 
have risen, but all values have not risen. 

Hence we can conclude that there can be a general rise in prices 
but there connot be a general rise in values. 

WEALTH 

10. Meaning of Wealth. Wealth is another term which re¬ 
quires clear understanding. The term ‘Wealth' causes a lot of con¬ 
fusion m the mind of a beginner in the study of Economics. This is 

due to the fact that ‘Wealth’ in Economics is used in a sense different 
irom its use in the ordinary speech. 

In ordinary language,‘Wealth’conveys an idea of prosperity 

and abundance ; it means riches, property, etc. A man of wealth, as 
ordinarily understood, is a rich man, i.e., one who is prosperous. But 
m Economics every man, even the poorest of the poor, possesses somo 

bv ‘Wealth^ f SCC prcScntI ^ further, in the ordinary speech, 
tlfe Ynfv f Pe ° P ^c m ° a " inonc y. But in Economics money is not 

Economics ; an * Vt,lin S which has value is wealth in 

In Economics the term ‘Wealth’ is synonymous with eco- 

tTc“arlfet° Lconomic S oods aro sca ™ and command a price in 

, ■ t . scarci ty alone does not make a ‘good’ wealth. If it is a 

spars - ar 

thing usef " 1 ' E ™, » harmful 

satisfy a want ° Further tha r e< ^ ^ P° ssessos utility and can 

wealth. This means that u‘l ‘, ° f . °;™ crshi P > s also present in 

able of being tSSfaSd ^ 

regarded as wealth. n ° r t0 anot ‘ lcr > it cannot bo 

of value? uSr t y, r s^ r r c ? tv at a ^ teS - » ‘he ease 

Uty. If you want to Bnd out “c * Z, Marke ‘ abi ' 

yourself these three questions 8 d »s wealth or not, ask 

(1) Can it satisfy a human want ? 

(2) Is it scarce ? 

(3) Is it transferable ? 

itisw^ih. the affirmative, 
es utility but is not scLce and lf a ‘ h ”g Po-e- 

he botb scarce and useful if it is to be called wealth W °“ * ** mUS ‘ 

niture, machinery 6 clothes' SfS th&t “T* land, buildings, fur- 
f goods, material and noI ^aterT’ ° f **““«.* fact 

desire, which are scarce, and which can ho h ar ®. ob l ects of human 
market, are wealth. h Can be bou g bt and sold in the 
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Documents of title like bills of exchange, bills of lading, do¬ 
cuments of property and insurance policies (up to surrender value) are 
also wealth. They are valuable because they represent titles to pro¬ 
perty. Hence they ore sometimes called Representative Wealth. 

But free goods like fresh air, water and sunshine are not wealth 
unless they become scarce as in big cities. 

Personal qualities like honesty, skill, ability and intelligence 
too arc not wealth. They are a source of wealth but are not wealth 

V 

in themselves, because they are not transferable. A surgeon’s skill 
is not wealth though it brings him wealth. 

In the same manner, the oceans, the Gulf Stream, the sun, the 
moon, etc., are not wealth because they cannot be owned. 

Human beings are not wealth, unless they happen to be slaves. 
As such they are the property of their master and can be transferred. 

11. Money and Wealth. Money is wealth as defined above 
—it possesses utility ; it is scarce and it is transferable. All money 
is, therefore, wealth, but all wealth is not money as wealth is 
understood in the ordinary speech. Wealth takes so many forms ; 
it consists of all kinds of property and money is only one kind of 
wealth. 

12. Wealth and Income. Income is what wealth yields. A 
man may possess a lot of immovable property. It may be worth 
Rs. 2 lakhs. This is his wealth. But how much does he get from it 
in a year ? Perhaps Rs. 10,000. This is income. Wealth is a fund 
and income a flow. 

13 . Wealth and Welfare. Wealth and welfare are very 
closely inter-related. Wealth is the means and welfare the end. Eco¬ 
nomics studies wealth and not welfare because there is no general 
agreement on what welfare means. The idea of welfare varies from 
individual to individual, from time to time and from country to 
country. Wealth, on the other hand, has a definite moaning. Econo¬ 
mics makes wealth as its subject-matter because wealth happens to 
be a convenient measure of human motives. Wealth is not studied 


for its own sake. V 

Wealth in general promotes welfare. If a man happens to be a 
rich man, he will be able to live well himself and may also help 
others. Wealth thus promotes welfare. Wealth is the means 
and welfare the end. There is no doubt that wealth can bo used 
to make people happier and more comfortable. Poverty is a groat 
curse and root of many evils. But wealth promotes mental, moral 
and physical well-being of the people. 

But what is regarded as wealth by economists may not necessarily 
be good and useful. It may actually be harmful, e.g., a bad book, a 

poisonous drug, opium, wine, tobacco, etc. These are regarded as 

wealth, but their use docs not promote human welfare. Wealth, as 
understood in Economics, has nothing to do with usefulness. .No 
ethical or moral meaning is attached to it. 

Further, as has already been mentioned, increase in weedth doe* 
not necessarily mean an increase in welfare. It only means that the 
number of economic goods, which have become the property ol 
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people, has increased, whereas the number of free goods like fresh air 
■and water, which are highly desirable and useful, has decreased. It 
cannot be claimed that this state of affairs has promoted the welfare 
■of society. 

Thus wealth and welfare arc not synonymous under all circum¬ 
stances. But on the whole, wealth is a powerful means of promoting 
human welfare. 

14. Classification of Wealth. Wealth can bo classified as 
follows : 


(») Individual Wealth. The wealth of an individual consists of 
(a) his material possessions or property like cash, land, buildings, 
livestock, furniture, stocks and shares, etc. ; ( b) non-material goods 
like the goodwill of his business which commands a price in the 
market. But we do not include in wealth his personal qualities like 
-skill and intelligence, for they are not saleable. Wc also deduct the 
money he has borrowed and has to pay back. 

(n) Personal Wealth. Personal qualities like skill, ability and 
intelligence are not wealth as explained above. They are given only 
the courtesy title of personal wealth. 


(it?) Social or Communal Wealth. It consists of State and 
Municipal property, that is, things owned by a society or community 
in common. They include, among other things, the assembly cham¬ 
ber, the secretariat buildings, roads, gardens, State railways, public 
libraries, museums, etc. 


(tv) National Wealth. The term ‘national wealth’ may be used 

in two senses : a narrow sense and a wide sense. Narrowly speaking, 

consists of the aggregate wealth of all citizens, excluding the 

■debts clue to one another. Here we use the terra wealth as defined 
above. 


Broadly speaking, however, national wealth may also include 

rivers, mountains a good climate, good government, high character 

■of the people, etc. They are valuable national assets. But in this 

*S?°, e mean, "g ^ ‘wealth is too wide to become synonymous 

with ‘economm goods’. Such things cannot be called wealth in the 
strict economic sense. 

W Cosmopolitan Wealth. It is tho wealth of the whole world 

al^countrirs 0 *« " e f‘‘ h . of aU nations - It includes tho wealth of 
and aU other " , economic sonso as well as rivers, mountains 

wider sense. 1 rosourccs "’ h,ch are regarded as wealth in the 

or Statei ™- 5 referS t0 dcbts owned b y individuals 

sr“= rr ±rszsii 

molasses were negative wealth. circumstances 
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The various forms of wealth can be represented as under :_ 

FORMS OF WEALTH 


Individual Social 

I I 

Material Non-material Museums 

Con- Pro- Skill Parks 

sumers’ duccrs* I | 


Food Tools Strength Canals 


Furniture Machinery 


Wealth 

1 

. 1 

National 

1 

Cosmopolitan 

1 

Negative 

1 


1 

1 

1 

1 

Debts of 

Rivers 

Oceana 

1 


individuals 

| 


and 

Climate 

Atmosphere 

nations 

Character 

Law 

| 

Winds 


and Order 




Dills of 
exchango 

Having made ourselves familiar with some of the important 
terms used in Economics, we shall now proceed with a detailed study 
of the different departments of Economics, viz., Consumption, 
Production, Exchange, Distribution and Public Finance, one by one. 

Equilibrium. In modern economic analysis, the word equili¬ 
brium occurs very frequently. In fact, some people call Economics an 
equilibrium analysis. Equilibrium means a state of balance. When 
opposite forces exert pressure on an object in an equal measure, the 
object reaches a state of equilibrium. If a piece of stone tied to a 
string is dangled in the air, it comes to rest after a few oscillations. 
It has attained an equilibrium position. Same thing happens in the 
realm of Economics. If a change occurs in demand/supply or price, 
such forces will be let loose, which will restore the equilibrium. 
Suppose price rises, demand will decrease and supply will increase till 
the original price is restored. 

The position of equilibrium is supposed to be the host possible 
position so that there is no inducement to change. A consumer is 
said to be in equilibrium when he so spends his income that he derives 
from it the maximum satisfaction so that he will have no inducement 
to mako any change in his purchases. A producer or a firm is in 
equilibrium when it makes the maximum aggregate profit. This will 
happen when marginal revenue is equal to marginal cost. An industry 
is in equilibrium when it has neither a tendency to expand nor a 
tendency to contract ; new firms have no inducement to enter it nor 
old firms to leave it. This will happen when the marginal firms earn 
just normal profits, neither more nor less. These are instances of 
partial or particular equilibrium. General equilibrium, on the other 
hand, means, when the entire economy is in a state of balances or 
properly adjusted. This happens when all the organisms (i.e., firms, 
etc.) functioning in the economy are in a state of equilibrium. In 
other words, each firm and each industry are in a state of equilibrium 
with respect both to prices and output. 
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WHAT THIS CHAPTER HAS TAUGHT YOU 


Goods. All things that can satisfy human wonts aro cullod goods.' 

Kinds of Goods. Free Goods, e.g., air, sunshine, water, etc. Thoy ore 
free gifts of nature. 

Economic goods, c.g., monoy, land, buildings, furniture, cloth, etc. Thoy 
are limited in quantity and con be hod on payment only. 

The distinction between thc 60 two is not ponnonont. A froo good under 
certain circumstances may become on economic good under others. 

An increase in economic goods does not necessarily mean an increase nt 
human welfare. 

Consumers' Goods, e.g., food, clothing, houses, etc. 

Producers' Goods, e.g., tools, appliances, machinery, etc. 

Material Goods, c.g., cash, clothes, houses, furniture, etc. 

Eon-material Goods, e.g., goodwill of a business. 

Transferable Goods, i.e., those which can bo transferred or sold, e.g., laud 
houses, motor cars, tools, etc. 

Eon-transferable Goods, c.g., personal qualities like skill. 

Personal Goods, e.g., skill, ability, intelligence, etc. 

Impersonal Goods, i.e., any fonn of man’s material property. 

Private Goods, i.e., tlioso which are tho private property of individuals. 

Public Goods, c.g., Government or Municipal property. 


Utility. It is tho want-satisfying power of a commodity. Utility is not 
the same thing as usefulness. A thing may jbo injurious but may still possess 
utility. 

Utility is not tho same thing as ploasuro. A thing may be bitter in taste 
like quinino, but may still possess utility. 

Utility does not moan satisfaction. Utility is posvessed by a thing out of 
which wo get satisfaction. 

Utility is subjective. It is different for each individual. A cigarette has 
utility for a smoker and not for a non-smokor. 

Utility also varies with a chango in place, time, form and ownership 

How to measure utility. Although utility is subjective and is in the mind 
of tho consumor, yot it can bo measured by tho amount of money ho is prepared 
to pay for the thing. * * 1 

Forms of Utility. Form Utility, Place Utility and Timo Utility. 

Value. It means value-in-cxchango and not valuo-in-usc. Tho valuo of 
a commodity means the other commodities or servieos tliut it can command in 
exchange for itself. 

10 value, a commodity must possess (f) utility, (it) must be 
scarce, and (tu) must bo transferable. v ‘ 

. Price. Valuo expressed in terms of monoy is called price. 

• 1 °lue is Relative. It oxprosscs relationship botween two commodities. It 

is always in terms of something else. 

rise in JSSS* bo , a g onora l rise in values, though thoro can bo a general 

SS! “ s ; Tbu} 13 50 bo«anso value is relative. If one thing goes up, tho 

pv^hSSi nnwL T 1 * A11 u pnccs ^ go U P beca '*° ^eans that the value or 
purchasing power of money has come down. 

of wealth “ * B ^ 10n y raous economic goods. The three attributes 

wealth and (W< > Tolerability. Free goods are not 

wealth, personal qualities too are not wealth either. 

Afow./ and Wealth. All money is wealth but all wealth is not money. 
Wealth and Income. Wealth is a fund, income a flow. 

always do?o ^ promotes welfare. But it may not 

not synonymous 7 harmful thm ^ ure tt ’ 8 ° regarded as wealth. Tlie two aro 
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Vlt68if.cnlion oj Wealth ; 

Individual II calth. It is the wealth of an individual ; porsona! qualities, 
t.g., intelligence and his debts are excluded. 

Personal Wealth, e.g., skill, intelligence, etc. 

Social Ji ealth, e.g., Government and Municip.il property. 

National II ealth is wealth of the whole nation ; it is the surn-total of the 
wealth of all individuals. In a wider sense, it includes climate, mountains 
rivers, etc. 

Cosmopolitan Wealth is the wealth of the whole world. 

Negative Wealth, e.g., debts or something which is a nuisance. 

Equilibrium. It. is a state of balance. It is a position representing maxi¬ 
mum satisfaction for the individual consumer or maximum protit for the 
individual entrepreneur. The equilibrium of the firm is when marginal revenue 
is equal to marginal cost. The industry is in equilibrium when there is no 
inducement to new firms to come in or for any old firms to leave it. 


CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

J. In what sense, is the term ‘goods' used in Economics ? Distinguish 
between (a) economic goods and free goods, (b) material goods and non-material 
goods, [See Secs. 2 and 3.] 

2. Define the. term •utility' as used in Economics. Does a harmful thing 


Distinguish between :— 

| (P.U. Prc. Unto. 1962) 
[Soo Sec. -1] 


like alcohol possess utility ? Give reasons. [See Sec. 4] 

3. What do you mean by Utility ? 

(а) Utility and Usefulness. 

(б) Utility and Satisfaction. 

(c) Utility and Pleasure. 

4. What is meant by ‘value' in Economics ? Distinguish between value- 

in-exchange and value-in-use and price. Explain why coal, which possesses infinite¬ 
ly greater utility than diamonds, has less value. 1 [See Sec. 7] 

Or 

Distinguish between value-in-use and vulue-in-exchange. Must a commodity 
have value-in-use to have value-in-exchange ? (Utkal Inter. Arts I960 Sept.) y 

(Value does not depend on utility alone. It also doponds on scarcity. 
Diamonds are raro as compared with coal, lionco of much greater value.) 

5. Explain the terms — 

(j) Value-in-use. 

(ii) Value-in-exchange. 

(Hi) Price. (See Secs. 4, 7 and 8.) 

6. What do you understand by the term ‘value’ T Can you see any difference 
in the use of this term in (lie following sentences 

(o) There is nothing more valuable than a good friend. 

(b) The value of air for human life is immense. 

(c) Values have been rising recently due to war. 

(d) Gold has more value than silver. [For definition of valuo See See. 7.] 
[(«) Valuable hero means ‘dear’ or ‘worth having*. 

Th 0 term value is not used hero in the economic sense. 

(6) Hero value moans value-in-uso, utility. 

(c) Horo valuo is U3cd for ‘prico’. 

(d) This is the proper use of tho term, it means value-in-exchongo.J 

7. What is wmlerstood by (a) 'value' and (b) V r ic« 1 Cfintl^ere be a 


general rise or fall of value* 


(Delhi H.S. 1061) 


8. Explain the term ■Wealth’ as it is ««('»<<»£Dethi 1M) 


Distinguish between :— 
(%) Wealth and Capital. 


GOODS—UTILITY—VALUK—NVKALTH 
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(u) Wealth and Income. [Soo Sops. 10-12.] 

9. What is meant by wealth in Economics '! 

.reasons for your answer. l^ e ° 

Will you regard the following as wealth 


[PM. 

Is money 

. 10. 11. j 


A nstver 


Pn'-Cniv. 1962 ) 
wealth ? Give 

(liihar 1935) 


(«) Love for the country. 

( b) A surgeon's skill. 

(c) A professor's ability. 

(d) Weekly wuges of a worker. 

(e) College building or Town Halt or 
Government Hospital. 

(/) .4 rupee coin. 

(g) Mahatma Gandhi's autograph. 

(h) .-1 war medal of lead. 

(t) Life insurance, policy. 

(j) War Bonds. 

(k) Tickets for a wrestling match. 

( l ) Money 


No. 

No. 

No. 

It is income not wealth. 

It is social woaltl:. 

It is wealth. 

Only if Mahatma Oaa.llii charges 
a prion and it oan be sold. 

No. 

Yes, to tin* extent of its surrender 
value. 

Wealth for the individual and 
nogutivo wealth for tho nation. 

Yes, you yet a scrvico in return. 

Yea. 


10. Define wealth. Are the following wealth ? ( a) Ganges water, (b) A five- 
rupee note, (c) Sweet voice of a musician, and (d) The Taj M'hla. 

(U k l Inter. Arts. I960) 


11. Which of the following can be regarded as wealth in Economics anil 
which of them cannot be regarded as wealth ? Give reasons : — 

Surgeon's Skill ; a ten-rupee note, air : copy-right of a book ; mother's 
ove for the child ; household equipment and furniture ; Goodwill of a bussincss ; 
services of a lawyer. (P.U. Pre-Univ. 1962) 

12. How will the wealth of India be affected by the following — 

(а) The Government issues a wur loan. 

(б) The Government issues a development loan. 

(c) Government pays interest by raising fuwls by taxation. 

[(h) The Govirnmenl pays off a loan. 

((«) Wealth is transferred from tho public to tho Government. There 
is no increase. But it is usod for destructive parposos. Honco tho 
wealth of the community is decreased. The bondholders will, of 
course, got their money and tho Government will pay them hy tax¬ 
ing tho people. 

(6) fhiH will create inoro wealth by tho development of trudo and 
industry. 

(c) No increase in wealth. It is mere transfer from tho tax-payer to the 

bondholder. 

(d) Tho same as (c).] 


,• ur 13 ’,.i De A U ?, Wcul,h avd distinguish between Individual Wealth, Collec¬ 
tive Wealth and National Wealth. [See Secs. 10 and 14.] (C.U. 1913) 

14. ‘'Ill fares the laud to hastening ills a prey. 

Where wealth accumulates and men decay." 

Do you agree with the poet ? 


Or 


,, , 'j^ creast * n Wealth is not necessarily synonymous with increase of wel¬ 
fare. Discuss. [See Sec. 13.] (C.U.1939) 

?i rt l h n al . lr,h \ ll f s b, J which you distinguish wealth from goods ? 
Explain whether the following things are wealth :_ 

(a) Tea gardens of Assam. Yes. they are individual wealth. 
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(6) Your college library. Social wealth. 

(C) Tht Brahmaputra river. National wealth in a wider sense, 

(d) I our fountain pen. Yes ; individual wealth. 

[See Secs. 10 and 14] {Qauhati 1953) 

aaainti/nrhllf" th< / oll ° wi . n V bIanks h 'J usin 9 one of the words given in brackets 
against each statement and give reasons in support of your answer ;_ 

(i) Goods have great . (value-in-use, value in exchange ), 

(»»') Water is . (economic, free) good. 

(*♦>) holiday's works are . (personal, social, international) wealth. 

(iv) Satul on the sca-shore is not wealth because it docs not possess . 

( utility, scarcity). 

(v) Mr. A s ability is his . (personal, individual ) wealth. 

(ft) Price is . (utility, value) expressed in terms of money. 

(fit) A surgeon's skill is not wealth because it does not have . (utility. 

transferability). 

17. 1 ill in the following blanks by using one of the words given in brackets : 

0 ) Diamonds have a very high . (value-in-usc, value-in-exchange). 

(*») There can be a general rise or fall in . (values, prices). 

(***") Hospitals, Roads and Roadways arc considered as . (public goods, 

private goo,Is). {P V />„_£/„,•„. ]%2) 

O'”) Wealth is «. (fund, flow, income). (P.(J. Pre-Univ. 7 961) 

O’) All capital . (is, is not) wealth. 

(fj) In Economics wc consider ...... .(sunshine, land, water) as economic 

Boode. (P.U. Pre-Univ. 1961 Suppl.) 

(vii) Sand in llajputana desert is not wealth because it docs not possess 
. (utility, scarcity, transferability). 

(ft'tV) Shri Ram's fountain pen is his . wealth ( personal. individual). 

(t'x) Shakespeare's works arc . (personal, social) wealth, 

(x) Air is a . (free, economic) good. 

(xi) Goodwill of a business is called . (material, non-material) good. 

( xii) The. Bhakra Dam is . (social, cosmopolitan) wealth. 

(xiii) The skill of an actor is . (individual, personal) wealth. 

(xiv) The lawyer's ability is not wealth because it does not possess . 

( utility, scarcity, transferability). 

(xv) All . (values, prices) rose during the war. 

(a mi) The services of a domestic servant are a .( free, economic) good. 

fcvii) The services of a doctor for his patient are . (material, non- 

material) good. 

(xviii) When a thirsty man lakes water, he gets . (utility, satisfaction). 

15. What terms are used for the following in Economics ? 


(i) (Vant-satisfying capacity of a commodity. 

lii\ Those goods whose supply i3 scarce in relation to demand for them. 

' ' (Pb.Univ.H.S. 1961) 

( Hi) The power of a commodity to satisfy a human want. 

(iv) The power of a commodity to get other things in exchange for itself. 

(v) Value expressed in terms of money. (Pb. Univ. II.S. 1961 Suppl.) 

(vi) All free gifts of nature. 

19. Give two examples each of the following: — (a) Economic goods, (b) 
Eon-material goods, (c) Social wealth, (</) Goods which have utility but not transfer- 
ability. (c) Goods which have transferability but not scarcity, (f) National goods, 
(g) Free goods, (h) Goods which have utility but not scarcity, (i) Goods which have 
value-in-use but no value-in-exchange, (j) Cosmopolitan wealth, (k) Goods which. 

possess utility but do not give pleasure, (l) Goods which possess utility but are not 

useful, (m) Personal wealth, (n) Individual wealth, (o) Time utility, place utility 
and form utility. 


























CHAPTER IV 


HUMAN WANTS AND THEIR SATISFACTION 

Your wants are the beginning as well as the end of Economics ! 

I. Introduction. “Man is a bundle of desires.” His wants 
arc infinite in variety and number. Some of his wants are organic 
and natural. He must have some food to live, some clothing to 
cover his body and some sort of shelter to protect himself against 
the inclemencies of weather, and also against his enemies. Without 
those things man’s life would be impossible. 


But a civilised man is not satisfied with the bare necessaries of 
life. Even when the problem of bare existence has been solved, 
the struggle of life remains as keen as ever. The struggle now is 
for the comfort and joy of life. As man becomes more civilised, his 
wants multiply. He wants better food, fashionable clothing, a 
comfortable lodging, and so on. 

All people do not have the same wants. Wants vary from 
individual to individual. They are relative to one’s social and 
economic position. They arc also the outcome of one’s education, 
temperament and tastes. The modern man is the product of a long 
process of evolution whiehA reflected in his endless and ever-growing 
wants. 9 

2. How Wants Arise. The origin of wants can be traced to* 
three main sources :— ^ 

(a) Our primary wants are derived from our natural instincts. 
ur body is so made that it must have food and water at regular 
intervals ; it needs clothing and shelter to protect itself. These 
wants we have in common with animals. 

, u* i an ^ above these primary wants, we havo many others, 

which arise from our economic and social position. Wo do not live 

, ,7° a11 members of an organized society and live with 

other fellow human beings. As such wo have social obligations and 
^ h J e U P to the expectations of the people around us. In the 
matter ol dress, in the observance of social customs, in the locality 

wo ^ m thc mattcr w hat wo eat and how we cat it, 

lit en l ed by ° ther P eo P lo>s opinions and ideas. In these and 

We vaiiU “ + rs i wo . cann °t exercise our independent judgment. 
We would like to do what others expect us to do. 

'°r, thing * hat creutes wants in us is advertisement and 
P™. d . Hcers - We often see that a persistent and 
thines whint ° ° P u ^ lcl ^ T campaign creates in us a desiro to possess 
nlaced’ in VC i ° 4 . n0 \fP < ^ ll ^ re w kich the manufacturers have 
tisements vn« mar ^ c J’. are bombarded on all sides with adver- 

are ^hat we must have a pirticular food at 
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must’usp a ,?rt mUSt r tiCUlar Sh0CS in a P”‘*ular ««« ; we 
must use a certain pen, and so on. 

of us 1ms wt'i a 'i C “ inen , t American writer, thinks that each one 
i Ub lias tour kinds of wishes or desires : 


(1) The wish for recognition ; 

(2) The wish for variety ; 

(c) The wish for security ; and 
(4) The wish for a response. 

a h^n T o he ?li Wis!iCS l . icat the roofc of a11 economic activity. In the 

lol %? f thCS ° 'V?u eS> we would have lived practically like ani- 
als. There would have been no need for us to undertake any work 

of economic nature. The science of Economics would not have 
come into existence. 


3. Characteristics of Human Wants. A careful study of 
human wants has revealed the following chief characteristics 

(t) Human wants are unlimited. We have already studied in a 
previous chapter about the insatiability of man and the multiplicity 
ol human wants. We shall simply repeat here that there is no end 
to human wants. When one want is satisfied, another takes its 
place. The never-ending cycle of wants goes on. Man’s mind is so 
made that he is never completely satisfied. He always hankers after 
more and more goods. There is no limit to his wants so long as lie 
breathes. Human wants keep multiplying. 

(it) A particular want is satiable. «Although wants in the ag¬ 
gregate are unlimited, yet it is possible tc?‘4atisfy a particular want, 
provided one has the means. If a man wants a car, he can have 
it and be satisfied. If lie is hungry, he takes food and the want is 
satisfied. Thus a particular want can be satisfied, if one has money 
enough for the purpose. 


(in) W ants are complementary. Very seldom does one commo¬ 
dity bv itself satisfy a want. Usually it calls for something else to 
help it. If we want to write a letter, we must buj^a pen as well as 
ink and paper. The pen alone is not enough. 

It is common experience that we want things in groups. A 
single article out of a group cannot satisfy our wants by itself. It 
needs other things to complete its use. Thus a motor-car needs 
petrol and mobil oil before it starts working, shoes need laces, and 
soon. Wcconclude, then, that wants are complementary. 

(if) Wants are competitive. Not only are wants complementary, 
they are also competitive. One commodity competes with another 
for our choice. We all have a limited amount of money at our dis¬ 
posal, whereas we want so many things at the same time. Wc can¬ 
not bu\ 7 them all. Wo must, therefore, choose between them by 
accepting some and rejecting others. Thus there is competition 
between the various things that wc could buy. 

(r) Some wants are both complementary and competitive. Machi¬ 
nery competes with labour. A manufacturer can, to some extent, 
substitute one for the other. But they also go together. Both of 
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them are used in factories. Thus they not only compete, they also 
complement each other. 

(t>£) Wants are alternative. There are several ways of satisfying 
a particular want. If you feel thirsty, you can have soda, sharbat or 
lassi in summer, and tea, coffee or hot milk in winter. There are 
different alternatives open to us. The final choice depends on their 
relative prices and the money at our disposal. 

(rit) Wants vary with time, place and person. Wants are not 
always the same nor the same with every one. Different people want 
different things and the same man wants different things at different 
times and in different places. 

(mi) Wants are influenced by salesmanship and advertisement. 
We do not always buy tiie things we need. We arc often induc¬ 
ed to buy particular brands by persuasive salesmen or clever adver¬ 
tisement even though better alternatives may be available. 

(ix) Wants vary in urgency and [intensity. All wants are not 
equally urgent and intense. Some wants arc more urgent and 
important than others. These are generally satisfied first while others 
are postponed. 

(a-) IFaa/s change into habits. If a particular want is regularly 
satisfied, a person becomes used to it and it grows into a habit. Ho 
must then use that particular commodity regularly. That is how 
young lads often become confirmed smokers. 


(xi) Wants are the result of customs or convention. Custom still 
rules the world. All of us, whether living in villages or towns, are 
slaves of custom, more or less. Many of our wants are conventional 
They are dictated to us by society. Whether wc like it or not wo 
have to spend lot of money on social ceremonies. 

The characteristics of wants need a close study as they give 
birth to some of the most important laws of the scienco of Econo- 
™ C f | ‘ , For ^stance, the fact that any single want is satiable leads 
to the law of diminishing marginal utility which says that every 
successive unit of a commodity consumed has less utility. Again, the 

n ?K Ure °J WantS - haS gIven US the law of substitution. 
Some of the other characteristics of wants, that they become habits 

law ff in .f rou P s > 1( r d Dr * En gel (a German thinker) to lay down his 
law of family expenditure which we shall study later. 

Classification of Wants. The commodities and services 

^necessaries, comforts a°n d 

(i) Necessaries. Necessaries may bo further sub-divided as • 

(a) Necessaries of Existence. These are the things without 
ch we cannot exist, e.g., a minimum of food, clothing and shelter 

STT 
for a “• 

« *>» S' 1 «T2Sl T oustom a or 
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around us expect us t-o do so. It is clear that we cannot dress our- 

sclves in a strange fashion. We must dress according to our station 
m life. 

The term conventional necessaries is also applied to consump¬ 
tion of things like tobacco and wine to which people sometimes get 
addicted. b 

. .... Comforts. Having satisfied our wants for the necessaries 
of life, we desire to have some comforts too. For a student, a book 
is a necessity ; a table and a chair are necessaries of efficiency ; but 
cushioned chair is a comfort. Comforts make for a fuller life. 

In order to distinguish between a comfort and a necessary of 
efficiency we may say that the benefit from the former is less than 
the money spent on it, whereas the benefit in health and efficiency 
from the latter is greater. 

(m) Luxuries. Man does not stop even at comforts. After 
comforts have been provided, he wants luxuries too. ‘Luxury’ has 
been defined as something superfluous, something we could easily do 

3 I ^ re, luxurious cars, shower baths, silk clothes, 
jewellery, a house fitted with refrigerators, electric cookers, washing 
machines, soft beds, and meals consisting of a large number of costly 
dishes—are all luxuries. They arc unnecessary and one can lead a 
healthy and useful life even without them. 

Money spent on comforts brings some compensation, while the 
expense on luxuries brings negligible return. On the contrary, there 
may be a positive loss or harm. 

5. Can We Justify Luxuries ? There are people who con¬ 
demn all forms of luxury as morally bad and economically wasteful. 
As against this there are those who say that everybody lias a moral 
right to enjoy what he has. A prudent person retorts, “But why 
waste ?” Then there are social considerations which compel us to 
examine the effect of a particular expenditure on society as a whole. 
The problem of a luxury is thus complicated by these different views. 

Luxuries arc advocated on the following grounds :— 

(a) Production of articles of luxury creates employment and is 
good for the trade and industry of a country. It thus renders a 
social service, besides providing enjoyment for a few. 

(b) Expense on luxuries transfers wealth from the idle rich to 
the active and useful members of society who badly need it and 
make a more profitable use of it. Thi3 transfer of wealth is good for 
society as it brings about a more even distribution of wealth. 

(c) The production of luxury goods adds to the skill of the 
workers. Luxury articles require art and skill to produce them. 

(d) The desire for luxuries acts as a stimulant to the discovery 
of new inventions, new labour-saving devices and new type of goods. 

It thus makes for technical and industrial progress. 

(e) The use of luxuries is beneficial to society as it makes 
poopie refined, cultured and aesthetic. 

There is undoubtedly a good deal of force in these arguments. 
All expense on luxuries, therefore, cannot bo condemned. No rigid 
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rule can, however, be laid down. Much depends on the form that 
the expenditure takes. There is no doubt that some of it is harmful 
to the individual and is undesirable from the social point of view, 
e.g., money spent on dances and drinks. Besides, we cannot agree 
that employment can be increased, inventions can be stimulated 
and technical and industrial progress brought about only through 
the production of luxuries. Instead of building a luxury palace, if 
a Maharaja builds a sugar or a textile mill, all these aims will be 
much better promoted, and there will be more sugar or cloth for 
the poor. 

Expense on luxuries does not add to human welfare. All that 
can be said is that some of it is harmless while , a good deal of it is 
positively harmful. In any case most of it is a waste. 

6. What is Waste ? Let us understand clearly what waste 
means. In determining whether an expenditure is wasteful or not, 
we have to weigh the benefit obtained and the money spent. A man 
goes to the races. He loses Rs. 1,000. If he thinks the pleasure 
that he has derived from seeing the races and the thrill of gambling 
fully cover the loss, it is not waste from his point of view. The 
expenditure is economically sound so far as he is concerned. Nor 
is it waste from the social point of view. His loss has been some¬ 
body else’s gain. But if his loss of money has curtailed his 
resources and he feels that the fun was not worth it, it is certainly a 
waste. 


Expenditure is wasteful from tho social point of view, if the 
return of labour and capital used is less than it would have been if 
the money had been used in some other way. There is waste when 
individual satisfaction is not proportionate to the social resources used 

up. 


7. Necessaries, Comforts and Luxuries are Relative 
Terms. It is necessary to remember that we cannot attach perma¬ 
nent and fixed labels of necessaries, comforts or luxuries to commo¬ 
dities. We cannot say that a car is always a luxury and that a shirt 
always a ‘necessary*. The same thing may be a ‘necessary’ under 
one set of conditions and a luxury under others. To a college stu¬ 
dent, a certain type of dress is necessary, whereas for a villager it 
may be regarded as a luxury. A car may be a luxury for a person, 
hvmg in a small city of short distances but for a busy official or a 
doctor in a large city it is necessary. 


The luxuries of yesterday have become the conventional neces¬ 
saries of today. This is a natural consequence of rising standard of 
lying and growing prosperity. The amenities which were enjoyed by 
Higher classes in the past are considered necessary by the working 
classes of today, e.g., electricity, newspapers, furniture, etc. 


m the same manner, what may be regarded a luxury in India 
may be a necessary in England. Overcoats or electric heaters are 
luxury here and a necessary there. 

ma y J'kns conclude that goods are necessaries, comforts oi 

^ZZ C0T ™ 8U> the “ e > country and the people we are 
nsidering. They are relative to person, time and place. Nothing 
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can be considered as a luxury or a necessary for ever and for every 
person without reference to these conditions. 

S. The Order in which Wants are Satisfied. Ordinarily 

the answer would be : necessaries first, comforts next, and luxuries 


at the end. It is also a very reasonable course to adopt, 
way of wisdom to satisfy one’s essential wants first and 
comforts and last of all luxuries, if we have resources. 


It is the 
then think 


But in actual practice, things .are not so simple. People do not 
always behave in a logical manner. Some consumers have not the 
sense enough to see what is necessary for them. It is only after 
they have wasted some money that they realise how extravagant 
thev have been. 

When making choices they are often misled by clever adver¬ 
tisements as well as by a false sense of duty to relatives and depen¬ 
dents. 

Ordinarily, however, more urgent wants will claim a consumer’s 
attention first. 


9. Standard of Living. The phrase ‘standard of living’ is 
a vague one. It is very difficult to define it in precise terras. 
Nevertheless there is a reality about it. People have in their minds 
quite a fair picturo of their standard of living. If they find that 
this standard of living is threatened, they may even resort to ‘direct 
action.’ Recently the bank employees in India decided to go on a 
strike when they felt that their wages did not ensure the mainte¬ 
nance of their standard of living. 


‘Standard of living’ refers to tlie necessaries, comforts and 
luxuries which a person is accustomed to enjoy. We know that if a 
person satisfies some wants in a particular manner long enough, they 
recur and become habits. lie must have those commodities and 
services, otherwise ho does not feel happy. Such things become his 
daily requirements and constitute what has been called his standard 
of living. They include his food, dress, house, amusements, etc. 
Standard of living is, in short, his mode of living. 

A child is bom and brought up to a certain standard. But this 
family standard is not a constant thing. It is raised or lowered 
when the child grows up into a man and starts earning for luraself. 
But his early life, education, tastes, temperament, ambition and tho 
social circle in which he moves—all influence it. As theso change, 
his standard of living changes too. 


It is clear then that the standard of living of a person is not 
determined only bv himself or according to his own whims and 
desires. He has also to consider what society expects of him. It is 
thus a compromise between what he himself likes and what the 

society expects. 

Further, the standard of living of an individual is not merely 
his own concern. He is a unit living in a social group, bovr the 
standard of living of a group or nation has an important influence on 
its total production. Ill-fed and ill-clad labourers would certainly be 

less efficient. 


* 49 


HUMAN WANTS AND THEIR SATISFACTION 


If the standard of living in India were to rise, the total demand 
for sugar, milk, cloth and other things would increaso. More of them 
would be produced. This would increaso the welfare of society as a 
whole and the efficiency of labour in particular. 

The standard of living in a country determines its political and 
economic organization, industrial efficiency and economic progress. 

10. Standard of Living and Standard of Life. A distinc¬ 
tion is sometimes made between standard of living and standard of 
life. Standard of living , as we have already explained, refers to our 
usual scale of expenditure, the goods we consume and the services 
we enjoy. Standard of life is a much wider term. It refers to one’s 
ideals in life. It includes a person’s expenditure on his non-material 
requirements. “Simple living and high thinking” is a common axiom. 
“Simple living” hints at a low standard of living, but “high think¬ 
ing” refers to a high standard of life. Mahatma Gandhi had a low 
standard of living but a big standard of life. 

11. Engel’s Law of Consumption. Standard of living of a 
family is shown by the family budget. Dr. Ernest Engel, one time 
the Head of the Prussian Statistical Bureau, enunciated a law in 1867 
based on an intensive investigation of a number of family budgets. 
He analysed the expenditure of different classes of people and came 
to the following conclusions :— 

(t) As income increases, the percentage expenditure on food 
and other necessaries of life decreases, and vice versa. When a person 

becomes rich, lie spends a smaller proportion of his income on food 
and other necessaries of life. 


(ti) The percentage of expenditure on luxuries and other cultural 
or recreational wants increases with an increase in income, and 

fow Tl nc0m \ decre / ses - Tt almost vanishes in the case of 

when 1 incomes Ire^gLr ^ * greatCT in consum P tion 

ably'the £t?~?n ZST" “ ““** ^ “ d U invari - 

is prictic™y1h V e e same° inCOme ' th * ptnMa » ° f ^ on cloth ‘"g 

ur*pJJit S ! Umld 5 e that we are spring of the percentage of 

S much n \t h€ t0tal ^enditure. A rich man, of course, 
Tends fwT" th t n a P°? r man on his ^od, but he certainly 
a P i)oor man’s [ vercen } a ^ e of hls income on it. Almost the whole of 
is doub“d th T 6 H l pent ° D necessaries of life. But if his income 
not becom; d h ouMe d 0n necessaries will increase, but it will 

Dr Harol^^iftT’ * ° f famil y budgets has been made. 

Board of VIn.1 . COn £ ucte . d 8 ™h enquiries in the Deocan. The 
investigations of t>/ C Enquiry, Punjab, has also made intensive 
hands snend th* * manner ln which farmers, artisans and factory 
Smed Sv ah tK mC ° me the Pun i ab ‘ Engel’s Law has been 
fcure are slightly alth ° Ugh the P ercenta 8 es of «P endi - 
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WHAT YOU LEARN FROM THIS CHAPTER 

How wants arise. Our wants originate in — 

(i) natural instincts, (it) economic and social position, and (in) adver¬ 
tisements. 

As man becomes more civilised, be is not content with the consumption 
of bare necessaries of life. He wants better food, moro and more fashionable 
clothing anti a more comfortable and artistic lodging. 

Characteristics of Human Wants : 

(i) Human wants are unlimited. 

(ii) Each particular want is satiable. 

(Hi) Wants are complementary. 

(iv) Wants aro competitive. 

(e) Some wants aro both complementary and competitive. 

(vi) There are sevoral alternatives to satisfy a want. 

(ftV) Wants vary with time, placo and person. 

(win) Wants aro influenced by salesmanship and advertisement. 

(tx) Wants vary in urgency. 

(x) Wants are the results of custom and convention. 

(xi) Wants develop into habits. 

Classification of Wants : 

(i) Necessaries : 

(a) Necessaries of existence, i.c., things without which we cannot live. 

(b) Necessaries of Efficiency, i.c., goods which make its moro olliciont. 

(c) Covveyitional necessaries, which aro dictated by social conventions 
or customs or the things to tho uso of which wo got accustomed. 

(ii) Comforts —things which mako us comfortable ; they also add to our 
efficiency. 

(fii) Luxuries— things which aro superfluous or unnecessary. They may 
be harmful or harmless, but they do not add to our efficiency. 

Are Luxuries Good or Bad ? 

Luxuries are advocated because they— 


(а) create employment, 

(б) transfer wealth from the rich to the poor, 

(c) add to tho dexterity and the skill of tho workers, 

(d) are an incentive to hard work, and 

(c) provide against a rainy day and mako us moro refined. 

But all these purposes aro better served if money is invested in trade and 
industry instead of being spent on luxuries. 

What is Waste ? From the individual point of viow, money is wasted 
if tho satisfaction obtained is not equal to tho money spont. 

From tho ‘•ocial point of view, money is wasted if the return is not. pro¬ 
portionate to the economic resources used up and if the resources could bo hotter 

used elsewhere. 

Necessaries, Comforts and Luxuries arc Relative Terms. 

What is a luxury under certain circumstances may bo regarded as a 


necessary under others. 

What is the order in which wants are satisfied ? 

More urgent wants are satisfied first. But each individual decides for 
himself what is more urgent. This depends on his prudence, sense of duty, 
education, tastes and temperament. 

• Standard of Living. It means modo of living, i.e., the necessaries, 
luxuries, comforts, etc., to the uso of which a man has become accustomed. T 
is first inherited and then modified by one’s own economic and social 
tastes, temperament and education. It is a compromise between ones own 
desires and tho expectation of tho society. 
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Standard of living has great significance for the economic progress of the 
country. It determines the extent of the market. 

Standard of life means ideals of life. One may have a low standard of 
living but high ideals of life, e.g., Mahatma Gandhi. 

Engel’s Law of Consumption : 

(a) Percentage expenditure on food decreases as income increases. 

{ b ) Percentage expenditure on luxuries, comforts and amusements 
increases os income increases. 

(c) Percentage expenditure on light, fuel and ront is invariably the same 
for all incomes. 

(d) Percentage expenditure on clothing is practically tho same for all 
incomes. 


CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. Describe the most important characteristics of human wants, and point 
out their importance in the theory of consumption. [See Sec. 3]. (Delhi H.S. 1060) 

2. Show that some characteristics of human wants form the basis of some 

economic laws. (J. k. Inter. 1960) 

3. ' Discuss the characteristics of human wants. Is the multiplication of 

want desirable ? (U.P.1942) 

(See Sec. 3. If the wants multiply, economic activity will increase 
leading to economic progress. Standard of living will improve and national 
efficiency will go up. But for an individual to increase his wonts is not always 
good, unless his income has gone up.) 

4. Define ‘wants'. Discuss: 

(a) The effect of circumstances on wants. 

(b) Characteristics of wants. (U.P. Board 1953) 

[See Sec. 3 and also answer to the above question.] 

5. Explain the distinction between necessaries, comforts and luxuries 

giving two examples of each one of them. (P.U. H.S. 1961, P.O. Inter. 1962) 

[See Sec. 4.] (Rajasthan Prc. Univ. 1960 ; Delhi 194S) 

h ° W thC ?} a8si / lCution °f wanls int0 necessaries, comforts and 
P rtmardl J refer to articles of consumption and varies according 
L d consumer, the time and place, (live Indian examples wherever 

possible. [boo Sec. 7.] . (Rajputana 1945) 

Or 

What is the basis of this classification ? ^Ljflajasthan Prc. Univ^JOGO) 

7. Will you regard the following articles as necessary, comfort or luxury j_ 

(*) A motor car for a minister. 

(«') A motor car for a busy doctor in Delhi. X 
(m) A motor car for a coUege student in Delhi.* 

(iv) A bicycle for a collegerstudent in Delhi ? v (Pb. Univ. H.S. 1961) 
view 7 ^sumption of iuxuric^ beneficial from the economic point of 

9. “ What is luxury for one may be a necessary for another .” 

Explain with illustration,. [See Sec . 7 ., 

- --r 0/ Ii/e ■ 

ev i • , (See Secs. 9 and 10) 

11 . Explain how your wants may change in the next ten years. 

want, imeh^e 86ttled * a profes8ion and have * ^7- Your 

dudie^ an y se t-offapiily budgets ! Have you noticed 

l? 1 f etu!raU y follows T What are they 

elh\ 


-- — - vv 

sonft of the laws that 
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What is a family budget ? Draw up a family budget and discuss tht 
importance cf the various items in it from the point of view of Engel's Law. 

(P.U. 1953) 

(Family budget is a statement of expenditure of a family’s inoome over 
several items of expenditure. The main items included in it aie food, 
clothing, fuel, housing, lighting, medicine, travelling, education, social 
ceremonies, recreation, interest payment, etc. The following is a typical 


family budget of a workman whose income 
Food 
Clothing 
Rent 

Education 
Medical aid 
Interest on debt 
Travelling 
Miscellaneous 
Recreation 

Saving ... ... 


is Rs. 60 per mensem) : 


Total 


Or 

What is Family Budget ? Explain its detail and prepare the family budget 
of a mason earning Rs. 60 per month. (U.P. Board 1956) 

13. Explain the importance of family budgets to (a) the head of the 
family, (b) a manufacturer, (c) a shopkeeper, (d) an economist, (e) a finance 
minister, and (f) a social reformer. 

14. State mnd explain‘Engel's Law of Family Expenditure'and indicate 

its application to India. (8ee. Sec. 11.] (P.U. 1957) 

15. What are the advantages of maintaining regular family budgets ? 

(P.U. Pre. Uni. 1962) 

16. Fill in the blanks by using one of the words given in brackets 

(i) As the income increases, the percentage expenditure on food and 

necessaries of life .(decreases, increases). (P.U. Pre-Untv. 1961) 

(it) Man's wants are .(limited, unlimited). 

TOPICS FOR DEBATES 

(t) Increase in desires is the cause of human suffering. 

(ii) ‘'Desire for recognition is the strongest social motive.” 









CHAPTER V 


UTILITY ANALYSIS 

The m ore we have the le ss iv.e tvcuit 

1. Introduction. The student has now acquainted himself 
with the nature and scope of Economics. He also knows now what 
the meanings of the various terms used in Economics are. Now 
we are in a position to start the study of Economics proper. Wo 
shall first begin with the Theory of Demand or Utility 7 Analysis. 
We at once want to make it clear that our approach here is 
Marshallian. There are two approaches to the study of the Theory 
of Demand or Consumer’s behaviour. One is Marshallian and the 
other is modem approach or indifference curve technique. The 
latter is reserved for advanced study. In this elementary study, 
we confine ourselves to the Marshallian approach which assumes 
that utility is measurable and can be represented quantitatively. 

Indifference Curve Technique. ( A new technique has been 
developed by modern economists like 1 Hicks for studying consumer’s 
e . Marshall said that a consumer tries to maximise his 

satisfaction (or utility) from his income and that the utilities could 
be added since they were supposed to be measurable. \ The 
modern economists do not agree that the utility can bo meWed. 

r tha * a consumer has a scale of preferences and 
the utilities (or satisfaction) can be compared {not measured) as being 

vrtfrrLoL 688 ?, r eqi i aI 1 - The consumer formulates his scale of 

Fn ordpr nf r hff rdle f S3 ° f th ® T rket P rice8 but liBtin g commodities 
Ltllr preforen u cos ' From thiB list one combination of the 

g ir hlm 1 greater . smaller or equal satisfaction as 

I ^Mifference her C T bmati ° n b#Sed °“ hie s “ Ie of preferences. 

urve is drawn representing preferences of the con- 

sa“sfL b tion nn n n° ♦ commodities. The consumer gets the same 
satisfaction on all points on an indifference curve \ 

co^inS Se of\~ er T"* 8 ,* buy ora ngeS and apples. One 

. ot oranges and apples gives him as much total satis- 

action as another combination of more oranges and less armies 

S 6 h m nSU He r <r el" 7 h ° W T^ 11 an applet ofang^has 

and oranges 6 othJrT^^ 1 ° Vari ° US of apples 

for oranges or ^ ’ he what subsfcitu tion of apples 

our consumer has in his same satisfaction. Thus 

to which an indifference curvedJb?dFaZ. N° hedulc corresponding 

consumer’s behaviour discuss two impeftant Laws relating to 
and the Law of EquIma^lUML “.T ™ ishin S Marginal Utility 
tion, its meaning, types and iLportlnce. ^ With consum P' 
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What is Consumption ? We have already discussed 
human wants, their nature and characteristics. The department of 
Economics which deals with wants and their satisfaction is known 
as Consumption. 


[jhl consumption we mean the satisfaction of our wants by the use 
of commodities and services. In other words, consumption means 
using up of utilities. When we take a glass of water to quench our 
thirst, we are said to consume water. While sitting on chairs in 
the class-room, the students are consuming the chairs. A person is 
sick ; he calls in a doctor. He has ‘consumed’ the doctor’s service. 
Whenever we make use of any commodity or service for the satisfac¬ 
tion of our wants the* act is called consumption!^ It deals with wealth 
using activities of man as distinguished from wealth-getting acti¬ 
vities which are dealt with in Production. fThus consumption deals 
with the satisfaction of wants. \ 

I Consumption has also been defined as destruction of utility)^ Man 
cannot create matter nor can he destroy it. Matter is there in the 
world ; it will remain there ; man can only change its from. When 
a man eats a mango, he does not destroy the matter of which it is 
composed ; he has only changed its form} Formerly, it could satisfy 
a human want, i.e., it possessed utility f now that want satisfying 
power is gone. In other words, man has destroyed its utility in the 
act of eating it. The mango has been consumed. 


The destruction of utility in consumption may be quick and 
immediate as in the case of a mango or a glass of milk. Or it may 
be a prolonged and slow process as in the case of furniture. In both 
cases, utility or want-satisfying power is being destroyed. 


But mere destruction does not mean consumption. If a house 
catches fire and is destroyed, it has not been ‘consumed’ in the 
economic sense. Consumption implies the satisfaction of a human 
want. The emphasis is on the satisfaction of wants rather than on 
the destruction of utility. If no want has been satisfied, it is not 
consumption. For practical purposes, consumption means the 
spending of monej’ income. Milk, food and other goods that we 
consume cannot be had free : we must pay for them. Consumption, 
thus, involves expenditure of income or wealth-using activity of man. 

3. Types of Consumption. Economists distinguish between 
the following three types of consumption 

(t) Direct or Final Consumption. I wear my shirt ; I eat a 
melon. Both these things have served their purpose and are of no 
further use. They have been finally consumed. They have directly 
and immediately satisfied me. Similarly, all other consumers’ goods 
give direct or final satisfaction. Some of them are consumed up in 
one use like the melon. Others like furniture, shirt, etc., are ot » 
lasting nature and continue to be used and consumed for some time. 

(it) Productive or Indirect Consumption. Think of a sewing 
machine. We use it or ‘consume’ it. But it does not give us direct 
satisfaction. It makes a shirt for us, and shirt is what we really 
wish to consume. We consume the sewing machine only indirectly , 
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we really consume the shirt that has been made by it. It is thus a 
case of indirect consumption. All instruments of production give us 
satisfaction only indirectly. Their consumption is productive or 
indirect. 


(ut) Wasteful Consumption. When a thing is accidentally 
destroyed by tire, earthquake or flood, the result is wasteful con¬ 
sumption. But this is really no consumption for it has not satisfied 
any human want. 


We find that consumption leads to production. First we feel 
a want and then we proceed to obtain things with which to satisfy 
our want. Thus economic activity begins with consumption. But 
the thing produced must be consumed. Hence production also ends 
in consumption. Thus consumption is both the beginning as well as 
the end of human activity. Without consumption or anybody wanting 
a thing, the thing will not be produced. Hence consumption gives 
the initial push to production. Production starts because of consump¬ 
tion. But the purposo of production is to satisfy human wants. 
Hence consumption is also the end of production. 

Why Do We Study Consumption Before Production ? 

A commodity must first be produced before it can be consumed. 
Chronologically , therefore, production comes first. But why do we 
produce a commodity ? A commodity is produced because somebody 
wants it. In the absence of a want, the thing would never have 
been produced. Logically , therefore, consumption comes first. 

The presence of a want (t.e., the desire to consume a cornrno- 
dity r ) starts all human activity and results in production. Hence 
consumption really comes first and is studied first. Consumption is 
also the sole end of production. 


Consumption has now gained its rightful position and has been 
placed m the forefront in the study of Economics. For long it was 
kept m the background. Sufficient attention was not paid to it. 

d that qualit y and quantity of consumption 
determined the efficiency of the people and were thus responsible for 

b n Ut n ° W the i m POrtance of consumption lias 

oi;L f iv;s i ro m icr umption now forms an 


Co ™umption and production go side by side. Only of a primi- 

hon ho sat “do vn 1 ? erhapS b<> S " r that a man first Produced and 
1“™ lie • to consume - In a modern society both these 

the^^w^d^'tilf°tlm cron mUe ol * s ^y • We do not sow wheat and 
so loner ? p 1 P ? at * res to «tart consuming. Wo can wait 

times fpt r to°iSaXe 6 t°hlf a C ° 7WWm€r and a p roducer . We are some- 
classes P of people 111 The nar 618 “5 producers are two distinct 

—s. 
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is a producer and a consumer. Asa consumer he loses and as a 

producer he gains. Everybody works to earn his living ; therefore 

everybody is a producer. Everybody then spends his income ; hence 

everybody is a consumer, although he may not consume what he 
himself produces. 

5. Importance of Consumption. Modern economists rightly 
emphasise the importance of consumption. It has already been 
explained that consumption is the beginning as well as the end of all 
economic activity. A man feels a desire and then he makes an effort 
to satisfy it. When the effort has been made, the result is the satis¬ 
faction of the want. Want is thus the beginning and its satisfaction 
the end of our economic effort. Consumption is regarded as the be-all 
and the end-all of all economic activity. It is consumption which 
gives the initial push to production. Production thus is directed and 
stimulated by consumption. 

Not only do fhe consumers give initial pusii to production, but 
their desires govern the volume and direction of all productive 
activity throughout. If the consumers are satisfied, business prospers 
and production expands. But if the consumers happen to dislike a 
commodity or think that its price is too high, its production will 
sooner or later come to an end. A consumer is a king and his sway 
extends over the entire realm of economic activity. 

The existence of wants is the mainspring of all economic life 
and their multiplicity or expansion is the secret of all economic 
progress. Expansion of wants and economic progress go together. 
Manufacturers try to find out better and more profitable methods to 
satisfy the consumers. This leads to the discovery of new products 
and new processes and the invention of new machines. Every 
economic effort made to satisfy one want creates more wants. The 
more the wants are satisfied, the more they increase. “Appetite 
comes with eating.” Besides, human faculties arc exercised in the 
effort to satisfy human wants. A body of skilled workers is built up 
besides successful businessmen. 

The all-pervading influence of consumption can be seen in all 
branches of Economics. Consumers direct and guide production. It 
is intensity of consumers’ desires which determines price in the 
market. Consumption thus exerts its influence on exchange also. 
Without consumption there would have been no exchange. Distri¬ 
bution, i.e.y the flow of incomes to landlords, workers, capitalists and 
organisers, is also influenced by the consumption (standard of living) 
of each of these classes. Standard of living determines their efficiency 
and on efficiency depends their share in the national income. 

Thus the importance of consumption cannot be over-emphasis¬ 
ed. It is all-pervasive. We shall now study some laws of consump¬ 
tion. 

G. The Law of Diminishing Marginal Utility. A very 
important law in consumption relates to the fact, that as we consume 
a commodity, the satisfaction derived from its successive units goes 
on decreasing. It is well-known that familiarity breeds contempt. 
The more we have of a commodity the less we want to have more of it. 
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It is the experience of every consumer that as he goes on consuming 
a particular commodity, each successive unit yields less and less 
satisfaction. In other words, at each step its utility goes on de¬ 
creasing. 

Thus if we are very thirsty and buy a drink to quench our 
thirst the drink will yield a great deal of satisfaction. After the con¬ 
sumption of the first drink, however, we would not like to have an¬ 
other, because our want has been practically satisfied. This is the 
case with most of the commodities. 

^r^Marshall states the law thus 

. ^®eadditional benefit which a person derives from a 
given increase of his stock of anything diminishes with the 
growth of the stock that he has.” 
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OX and OY are the two axes. Along OX are represented the 
units of the commodity, rasgullas, and along OY is measured the 

marginal utility corres¬ 
ponding to the consump¬ 
tion of each unit. UU' 
is the utility curve. AB 
is the utility when one 
rasgulla is taken. CD is 
the additional utility 
when two of them are 
taken : CD is less than 
AB. The additional 
utilities of other succes¬ 
sive units are EF, GH, 
KL and MN. It can be 
seen that at each step 
additional utility goes 
on decreasing. At the 
seventh, there is no addition, i.e., the marginal utility is zero, and 
then it is negative which is represented by the shaded areas below 
the axis of X. 

We may distinguish between initial utility', total utility, zero 
utility and negative utility. 

Initial Utility. It is the utility of the initial or the first unit. 
In the table given on the previous page, the initial utility is 15. 

Total Utility. Look at column 3 of the table. It gives the 
total utility at each step. For example, if you consume one ras¬ 
gulla, the total utility is 15 ; if you consume two, the total utility 
is 28, and so on. 

Zero Utility. When the consumption of a unit of a commodity 
makes no addition to the total utility, then it is the point of zero 
utility. In our table, the total utility, after the 6th unit is consum¬ 
ed, is 52. At the seventh also it is 52. Thus the seventh rasgulla 
results in no increase whatsoever. This is the point of zero utility. 

Negative Utility. If the consumption of a commodity is carried 
to excess, then instead of giving any satisfaction, it may cause dis¬ 
satisfaction. The utility in such cases is negative. 

7 Marginal Utility. Marginal Utility is the utility at the 

point where the consumer stops further consumptions} et 
This is why it is also called the final utility. But where does a con 
surncr stop » If you arc invited by a friend to a feast of rasgullas 
you will stop when tlio satiety level is reached, i.e when youi cairn 
eat anv more rasgullas. In other words, you will stop at the zero 
utility'. This is the case, however, whon you have not go l y 
anything for the rasgullas. 

One does not, however, receive invitations to a feast ev c .X 

A consumer has ordinarily to pay for what he wants to ea • I 1 10 
case, he will naturally weigh in his mind the pneo tha 
pay and the pleasure that ho gets. So long as the y uti 

than the price, he will go on consuming. But as he goes m ,.Jd 
lity steadily decreases. Sooner or later, a point will be reach 
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the price and the utility balance each other. Obviously, he will 
stop eating at this point for if he goes further, the utility will bo 
less than the price, and he will be a loser. This is the point of 
marginal utility. At this point the benefit derived is just equal to the 
price that has been paid. 

Marginal Utility may thus be defined as the addition to 
the total utility by the consumption of the last unit considered 
just worthwhile. Column 2 in our table gives marginal utility at 
each step. If our consumer stops after consuming the 5th rasgulla , 
the marginal utility is 4. Where ho actually stops will depend on 
the price of the commodity. Because if the price falls, he will consume 
more and the marginal utility will go down and vice versa. 

It is wrong to say that the marginal utility in this case is the 
utility of the 5th rasgulla. All the rasgullas are alike. They cannot 
have different utilities. But because a rasgulla happens to be oaten 
in the 5th place, its utility is less than that of each of those taken 
previously. Hence it is best to say that the marginal utility is the 
utility added to the previous total when the unit, which is consider¬ 
ed just worthwhile purchasing, is consumed. 

The margin is not fixed. It moves back and forth. If the price 
rises, we shall stop earlier. But if it falls, we shall purchase more. 
Thus the margin is shifted. 


• o Utility and Price. Look again at the table 

m Section 5. Column 2 gives marginal utilities. Suppose each unit 

Ut , lht / 1S w ° rth ono P ice - This would mean that the 

if equal to fifteen pice. Suppose rasgullas 

At the' 8 • C . e e - ach ' ? hen we sha11 sto P bu y‘ng at the 4th. 
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(t) Similar Units. All units of the commodity must be similar. 
If the units are not identical, the law will not apply. For instance, 
if the second mango is of a very superior quality, it will yield more 
satisfaction than the first. The law will appty only if the units are 
similar. 

(ii) Suitable Units. The units of the commodity consumed must 
not be too small. If we are given water by the spoonfuls when we 
are very thirsty, each successive spoonful will give us more satisfac¬ 
tion. If, however, the unit is the usual tumbler of water, the law 
starts working at once. In the case of very small units, the law 
applies at a later stage. At first the utility will, therefore, increase 
instead of decreasing. But ultimately the utilitj r must fall if the 
consumption is increased, and this is exactly what the law says. 

(iii) Suitable period. The unit must be taken within a reason¬ 
ably continuous period of time. Suppose you take your morning 
meal at 10 a.m. and your dinner at 8 p.m. If you eat nothing 

in between, the dinner will probably yield even greater satisfaction 
than your breakfast. But if you are asked to take another meal 
within an hour of the first, the law undoubtedly applies. The law, 
therefore, applies only when the units of the commodity are taken 
quickly one after another within a suitable period of time. 

(iv) Rare collections. The law does not apply in the case of rare 
collections. If a person has a hobby of collecting rare coins, the 
larger the number he collects the greater will be his pleasure. 

(v) Normal persons. When we discuss this law, w r e assume 
that we are talking of normal persons. But there are some abnormal 
people too, e.g., misers. The more money a miser has, the greater 
is the satisfaction that he derives. The law, therefore, does not 
apply to abnormal persons like misers, drunkards, musicians, etc., 
w ho want more and more of the commodity they are in love with. 
In such cases the consumption excites further desire. 

We may add that a change in a consumer’s income, a change 
in fashion, a change in the other possessions of the consumer and 
sometimes a change in other people’s possessions also seem to upset 
the Law of Diminishing Marginal Utility. But in reality the law 
expresses a basic principle of human behaviour. It has, therefore, 
universal application. 

10. Does the Law of Diminishing Marginal Utility 
Apply to Money ? It is sometimes said that the law of diminishing 
marginal utility could not apply to money. Since money can com¬ 
mand an endless variety of commodities and services, there can bo 
no end to a craving for money. More money will be welcomed even 
if a person has already much of it. The more he has of it, the more 
he w ould like to have. It w'ould enable him to enjoy not only a 
large variety of material objects, but would also bring him prestige, 
power and distinction. Therefore, it is urged that the law of dim - 
nishing marginal utility does not apply to money. 

But a little thought will show that even money is no exception 
to the law. Every addition to our stock of money, however welcome 
it may be, yields less pleasure—we do not attach the same importance 
to it. As a man grows rich, he becomes careless in spending money. 


UTILITY ANALYSIS 


61 


He wastes it on useless luxuries which do him no good. It only 
means that a person does not attach the same importance to addi¬ 
tional wealth, or that its marginal utility decreases. That is why the 
Government taxes the rich people. The richer they are, the higher 
the taxes they have to pay. The basis of the principle of progressive 
taxation is the law of diminishing marginal utility. Hence the law 
undoubtedly applies to money. 

11. Importance of the Law of Diminis hin g Marginal 
Utility. As we have said above, the law of diminishing marginal 
utility expresses a basic principle of man’s behaviour. The law is of 
immense use to man in almost every walk of life : 

(1) We have seen that Government applies this law in the 
sphere of taxation. As a man’s wealth increases, he is more heavily 
taxed, for the utility of money to a rich man is less than to a poor 
man. The principle of progressive taxation is based on this law. 

(2) The law also applies to the determination of market price. 
An increase in the stock of a commodity brings a person less satis¬ 
faction ; therefore he can be induced to buy more only if the price is 

lowered. Thus greater the supply the lower should be the price to 
clear it, and vice versa. 


(3) Socialists take their stand on this law when they advocate 
a more equal distribution of wealth. They argue that excessive wealth 
in the hands of the rich is not so useful from the social point of view 
as it would be if this wealth is transferred to the poor. In the hands 
of the poor, it will satisfy more urgent needs. It is due to the law of 
dimimshmg utility that, beyond a certain point, wealth will have less 

Jssmtst “" “ a * ■* «> I-— 

dity, its marginal utility falls. Having only a limited 1! f i 

r a n1t at °f Ur diSp0Sa1, we 0401,01 wa5te it unnecessarily* a^arge 

‘iTuJtTth” ity , 0f m0ney 8pent is e ^ al to the utmty S ol 

money on otter comm" 7 PUr ° haSed ' W<> Sp<Snd th * - «« 


Every d pradmvT consumer" therrfol^ 7 wi^ try^toniake 0 the best'' m j 
the money at his disposai and derive the ° 

we car^fuflyweigrtr^rr*: 5 ^ 100 " th ° funds we have, 

we spend If f e find th a t l .,, med . fr0m each rupee that 

greater utility than in another w S e ° L, SI J? nt m one direction has 

the former objects till the marginal rUpeeS ° n 

equal. In other wordq . Ulties m the two cases are 

greater utility for some units of les^ utility ° f * ? ommodit y of 

“““ 1 “ u ,u, a. Sffagr, 
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that of the latter will rise, till the two marginal utilities are equalis¬ 
ed. This is called the Law of Substitution or Equimarginal Re¬ 
turns or Equimarginal Utility. 


Look at the following schedule : 


Utiits 

1 

2 

3 

4 

5 

6 
7 
S 


Marginal utility 
of oranges 

10 

8 

6 

. 4 

2 
0 

-2 

-4 


Marginal utility 
of apples 

8 

6 

4 

2 

0 

-2 

-4 

—6 


Suppose apples and oranges are two commodities to be purchas¬ 
ed. Suppose further that wo have got seven rupees to spend. Let 
us spend three rupees on oranges and four rupees on apples. What 
is the result ? The utility of the 3rd unit of oranges is 6 and that 
of the 4th .unit of apples is 2. As the marginal utility of oranges is 
higher, we should buy more of oranges and less of apples. Let us 
substitute one orange for one apple so that we buy four oranges am 
three apples. Now the marginal utility of both oranges and apples 
is the same, t.c., 4. This arrangement yields maximum satisfaction. 
The total utility of 4 oranges would be 10 f 8 -j- 6+4-28 and of three 
apples 8+6+4 = 18 which gives us a total utility of 40. The satis - 
faction given by 4 oranges and 3 apples at one rupee each is greater 
than could be obtained by any other combination apples an 
oranges. In no other case does this utility amount to 46. We may 
take some other combinations and see. 


We thus come to the conclusion that we obtain maximum 

satisfaction when we equalise marginal utilities by s “ b3t ‘‘ ut ® t \ 3 
more useful for the less useful commodity. We can illustrate this 

principle with the help of a diagram. 

Diagrammatic Representation of the Law of Substitution or 

Maximum Satisfaction. 



In the two figures, given 

«es. On X-axis OX measure money and on Y-axis margina 
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Suppose a person has 7 rupees to spend on apples and oranges whoso 
diminishing marginal utilities are shown by the two curves AP and 
OR respectively. The consumer will gain maximum satisfaction if 
he spends OM money (3 rupees) on apples and OM' money (4 rupees) 
on oranges because in this way the marginal utilities of the two arc 
equal (PM=P'M'). Any other arrangement will give less total 
satisfaction. 

Let the purchaser spend MN money (one rupee) more on 
apples and the same amount of money, N'M' (=MN) less on 
oranges. The diagram shows a loss of utility represented by the 
shaded area LN'M'P' and a gain of PMNE utility. As MN = N'M' 
and PM=P'M' it is proved that the figure LN'M'P' (loss of utility 
from reduced consumption of oranges) is bigger than PMNE (gain of 
utility from increased consumption of apples). Hence the total 
utility of this new combination is less. 


We, then, conclude that no other combination of apples and 
oranges gives as great a satisfaction to the consumer as when PM= 
PM , t.e., where the marginal utilities of apples and oranges purchas¬ 
ed are equal, with given resources at our command. 

Limitations of the Law. (t) If the consumer is ignorant or blindlv 
iollows custom or fashion, he will make a wrong use of money. On 
account of his ignorance he may not know where utility is Greater 

ft i * i * , _ ^ may prevent him from 

aking a rational use of money. Hence his satisfaction mav not be 

the maximum because the marginal utilities from his expense cannot 
be equalised due to ignorance, custom or fashion. 


•a, l 1 *) , In sam ® manner, an incompetent organiser of business 
w,l fad to aclneve the best results from the units of land labour 
and capitai that he employs. This is so because ho may not be able 
to divert expenditure to more profitable channels. 


nnhwi/o 6 W haS oh Y ious] y no P^ce where the resources are 


is so distributed that the same nri™ J/ E ’ Thomas » hls “expenditure 

margin of different purchases ,,P FvA^ eaSUreSeqUa utllities at the 

income in a manner^which vields him ^ person must tr y to spend his 
he will be able to do otJv if he ^ gFeatest 8atisfa ction. This 

as to obtain equal satisfaction from f f mo . ne y ln «wh a manner 
commodities he purchases & h ® marginal unifcs tha various 

manufacturer ha^ to use ^evfr^ P roducfc ion. The 

maximum net profit. For this n° f pr ° du ° tion - He wants 

for another so as to secure the P mT1S . t substitute one factor 

secure the most economical combination. He 
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will substitute labour for machinery, and vice versa, so that the mar¬ 
ginal utility or marginal productivity of the two is equalised. In 
this manner, he will get most economical combination of his factors 
of production. 

(3) The Government, too, is guided by this law in public 
expenditure. The public revenues are so spent as to secure maxi¬ 
mum welfare for the community. 

(4) The law also applies in exchange, because exchange is 

nothing else but substitution of one thing for another. When we 
sell a commodity, say sugar, we get money. With this money, we 
buy another commodity, say wheat. We have, therefore, really 
substituted sugar for wheat. ^ 

The law of substitution influences prices. When a commodity 
becomes scarce and its price soars high, we substitute for it things 
which are less scarce. Its price, therefore, comes down. 

The law of substitution has thus very wide application. It 
applies in all branches of economic theory. It is applicable to the 
use of time, distribution of assets in various forms and the allocation 
of resources among various uses. It applies to the money now and 
its use in the future, i.e., spending now and saving for the future. 
The law of substitution is thus undoubtedly of great practical 
importance. 

14. Consumer’s Surplus. This is one of the most impor¬ 
tant concepts in Economics. It was expounded by Alfred Marshall 
and needs careful study. 

In our daily expenditure, we often find that the price we pay 
for a commodity is usually less than the satisfaction wo derive from 
its consumption. In our own mind, sometimes.we are prepared to 
pay much more for a commodity than we actually have to pay. 
People are often heard saying, “I would have paid much more than 
gone without it.” 

In some cases, the idea of consumer’s surplus is quite obvious, 
e.g., a packet of salt, a post-card, a newspaper, a match-box, etc. 
These things are very useful, but they are also very cheap. We are, 
therefore, prepared to pay much more for them, if need be, than we 
actually have to pay. From their purchase, therefore, we derive a 
good deal of surplus or extra satisfaction over and above the price 
that we pay for them. This is consumer’s surplus. 

Consumer's surplus is the excess of what we are prepared to pay 
over what we actually pay for a commodity. It is the difference between 
what we are prepared to pay and what we actually pay. 

Consumer’s surplus=what one is prepared to pay minus what 
one actually pays. 

We can illu»trate the concept with the help of a diagram as 
given on page 65. 

Diagrammatic Representation of Consumer's Surplus. 
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c5 

O 

o 



3 4 5 6M 
Units Consumed 


OX and OY are two axes. Units of the commodity consumed 
are represented along OX, and price and utility along OY. Let us 
suppose that one rupee in price is v.\ 
equal to one rupee worth of utility. 

Suppose a person buys six units. 

The sixth unit then is the marginal 
unit. Here the price and the 
utility are equal. 

'Now the price paid for the 
sixth unit is the same as paid for 
the other units. In all he spends, £ 
therefore, six rupees. But the 
total utility of all the six units 
consumed is (10+8 +6+4 + 2+l)=3l, or 31 rupees worth. Consi¬ 
dering the utility the consumer would have been prapared to spend 
31 rupees. But he actual!}' spends only 0 rupees. He thus gets 
extra satisfaction worth 25 rupees. This is consumer’s surplus. 

T ) , r/ _ 7 . r ^* 1 ® consumer s surplus is represented by tho shaded area 

111 y* * rom the total utility (area enclosed by the curvo and tho 

axes) !t you deduct the price actually paid (rectangle OMM'Phyou 
get the consumer’s surplus. ’ J 

Consumer’s surplus =Total utility-Total amount spent. 

15 ‘ » Criti , cis ? n of Consumer’s Surplus. Tho concept of 
consumer s surplus has been criticised on several grounds : 1 

imarinV JhntV Said that th ‘ S is P ure *y imaginary idea. You just 

from that wbnHn are F r T red t0 P a y> an(1 y° u proceed to deduct 

sav that y aC ?? lIy P a > r - Jt is hypothetiual. One may 

say that one is prepared to pay anything. Hence it is unreal. 7 

can sav what ■ft** ™? sure consumer’s surplus exactly. Few 
y ' hat they would bo prepared to pay for a thin" Besides 

a ho r p e eles P s e0 tt C k a to '“F* differe ^ t amounts. It would bo’ 
willZ to D al , h0 ' V m,,ch each individual would be 

canno? be measured 1C ° n3Umer ’ S SUrplus in the market 

thing Misted^'ho wmdd°eo o»° COn3um f ! “ ew that an y 
utility he enioved Ai** y n g n i01 e and more till tho surplus 

notran^i ^^fiR 0 ??- This is wrong. A consumer does 

the utilities of other commodities 7 tom C ° mmodlt *- He has to ™gh 

necessaries. such 0 cases^the neCes \ arie f °f li f e or conventional 

would not a man be nr*™ ^ * ur P Iu . s 13 immeasurable. What 
is dying of thirst ? P P re o pay for a glass of water when he 

criticism. ^fpotots^u/tW a + u detaiIed ^ to nil these points of 
supposed to be. A man lmi & C0 ° ce Pt is not so unreal as it is 

low prices. If a ’ m an in a distant vilh ^ enjo 7 s man y amenities at 
he would have to snend tZS* vdla S e m T ere ke0 n to enjoy them, 
per mensem in a c?tv deTvt ^ Thu ? * man earning'Rs. 200 
than a man having the sama * S rea *® r satisfaction from its outlay 

g he same income m some remote village. The 
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man in the city enjoys a consumer’s surplus, because he can have 
more things and at lower prices. 

16. Importance of the Concept of Consumer’s Surplus. 
The idea of consumer's surplus is not merely bookish. It has great 
practical importance and is useful in a number of ways : 

(1) It is useful lo a Finance Minister in imposing taxes and 
fixing their rates. He will tax those commodities in which the 
consumers enjoy much surplus. In such cases, the people would be 
willing to pay more than they pay at present. Such taxes will 
bring in more income to the State. They will also mean compara¬ 
tively less hardship than if taxes were imposed on commodities which 
do not yield much consumer’s surplus. 

(2) To the businessman also the concept is very useful. He can 
raise prices of those articles in which there is a large consumer’s 
surplus. In such cases the consumers are willing to pay more than 
the prevailing price. The seller will be able to raise price especially 
if he is a monopolist and controls the supply of the commodity. 

(3) Our knowledge of consumer’s surplus proves useful when 
we compare the advantage of living in two different places. A place 
where there are greater amenities available at cheaper rates will be 
better to live in. In these cases the consumers enjoy large surplus 
of satisfaction. Consumer’s surplus thus indicates conjectura 


advantages. . , 

(4) Consumer’s surplus draws a clear distinction between va ue- 

in-useand value-in-exchange. Commodities like ^ 

have a great value-in-use but much less value-in-exchan 0 e. Being 

necessaries and cheap things, they yield, 

surplus. The consumer’s surplus depends on total utility, wlierea 

price depends on marginal utility. 

(5) Consumer’s surplus measures benefits from international 
trade We can import things cheaply from abroad. Before importing 

tional trado. # T , f 0 ii ow i n£? few rules may 

be recommfiXTfor getting the money’s worth out of one’s expen¬ 


ditUre (i) luxuries should be avoided. At the time of spendmg money 
W. should always ask ourselves the question, “Can we avoid it 

mit letting our health or efficiency suffer . . . 

(2) Expenditure should always be planned beforehand. A .pr p 
budget should be prepared and all possible eontmgene.es foreseen and 

provided against as far as possible. in 

(3) We should know what we really want We should n g 

for a thing simply beeause it happens to toeh*.P at ^ >M# t0 

( 4 ) We cannot get our money s wort 1 umer m ay go in 
iudae the Quality of the commodity. An ignorant consumer m y b 
for in attractive looking, but less durable, commod.ty. 
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(5) We should know where a thing can he bought cheap, and we 
should not shirk the trouble of going there. If things are cheaper in 
Chandni Chowk, Delhi, we should not look to our convenience and 
do the shopping in Connaught Place. 

(C) One should be good at bargaining. Most of us fight shy of 
higgling. We are to blame if the shopkeeper gets an advantage 
over us. 


• (7) Above all, we should carefully discriminate between the vari¬ 
ous competing wants and make a suitable choice. We should act upon 
the law of substitution or equi-marginal return, while arranging our 
expenditure. 


(8) We shouM go in for things which are durable and yield satis¬ 
faction over a number of years. It is much better to spend Rs. 5,000 
on a son s education than to spend Rs. 2,000 on his marriage. 
It is much better to go in for a radio set than to spend money on a 
dinner or a tea party, feeding those who are, perhaps, already suffer¬ 
ing from indigestion. J 


..... “ ust be said > however, that every individual weighs the 
utility to be gained on the one hand and the sacrifice required to be 
made, on the other, from his own point of view. For instance, to 
pay one ^pee more for an article in Connaught Place may m^an 

Chowk 0 an mdividual than t0 trud s e a >> the way to Chandni 


WHAT YOU LEARN FROM THIS CHAPTER 
uso of ^ a *^.* Con6lU ? ption ? Tt means satisfaction of human wants bv the 

Types of Consumption : 

W 2% our want! mZSZ** “ ^ *° 8-ds. They 

< " ) 11 mea ° 9 «’» ™ “f machine. 

( «.) Wa^c/ul Consumption means destruction without yielding satisfac 

Why is Consumption Studied Before Production ? 

thing is produced 7 £so“ 8 <£nsuJp h t!on' T° aris6s flm and ‘hen the 

production. p s cognised aa more important than 

Consumption and Production Go Side by Side. 

fles are going on BiSSdtlS^^ to consume. Both proces- 

producer. " e81des » everybody is both a consumer and a 

MumplicityofJSoEtt 


cnc^ P "n°d y ° f W “ te is S.‘-S?!rSSoiS i, „ d03,re8 p~<*~ 

ences aU departments of Economics econoimc Progress Consumption influ- 

The Law n:_•• « • .. 


The Law of DiminjoYnV^ w . 

«■—t . The , more we have of a 

person derives from a riven i nAMa . lhe ^^itional benefit which a 

growth of the stock that he XLdy 1 w-MM^htn “ y “ ng 'with 
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Limitations of the Law. The Law does not apply unless. 

(1) the units are identical ; 

(2) the units are of suitable size ; and 

(3) the units aro taken within a reasonable period of time. 

(4) the law does not apply to rare collections ; 

(5) the law docs not apply to abnormal persons liko misers, drunkards, 
etc. Hero the character of tho person changes as consumption 
proceeds. 

Does the Law of Diminishing Utility Apply to Money ? • 

Yes, the law applies to money also. Money ceases to have the same 
importance as a man becomes richer and richer. Tho principle of progressive 
taxation is based on the fact that tho law applies to money. 

Importance of the Law of Diminishing Utility : « 

(1) It is applied in public finance, e.g., progressive taxation. 

(2) It is applied in business, t.e., large supply means a lower price. 

(3) A more oven distribution of wealth is advocated on the basis of this 

law. 

(4) The law regulates our expenditure. 

Initial Utility is the utility of tho first unit consumed. 

Total Utility is tho utility of all the units consumed. 

Zero Utility is where a unit consumed makes no addition to tho total 

utility. 

Negative Utility is when instead of satisfaction, dissatisfaction results 
from tho consumption of a unit. 

Marginal Utility is where it Is just worthwhile to consume, or where the 
bonefit derived and the price paid aro just equal. Price measures marginal utility. 
Marginal Utility is the addition to tho total utility made by tho consumption oi 
a unit that is considered just worthwhile. 

The Law of Maximum Satisfaction or the Law of Substitution or 


Equimarginal Returns. 

In order to get the maximum satisfaction from the limited resources that 
a person has, ho substitutes, in his consumption, a commodity of greater uti i> 
for one of less utility. In this way, tho marginal utilities of his purcln 
equalised and the satisfaction is maximised. 

Limitations of the Law ; Tho law will not hold good— 

(a) when the consumer is either ignorant or is a slave of fashion or cus- 

(h) when’ tho producer is incompetent and cannot com l"” 

' tivities of the various factors of production or of their rcspecti 

units ; 


(c) when resources are unlimited. 

Practical Importance of the Law: . . . . 

(1) By acting on it, a consumer maximisosjns satisfaction. 


(2) The businessman maximises his profit. 

(3) The Government promotes maximum welfare from a given amount of 
public revenues. 

Consumer’s Surplus. The 

a thing over what ho actually pays is the money-measure of consumer s surplus. 
Consumer’s surplus=Total Utility—(Units Purchased x Price). 


Criticism : 


(1) It is hypothetical and imaginary. 

(2) It is difficult to measure. 

(3) Consumers would exhaust it if they knew of it. 

(4) It does not apply to necessaries of life. 

Although the existence and extent of consumer's surplus cannot' ®*® CI ‘®"' 
tifically proved, yet it is not illusory. There is a reality about it. It brmgs oui 
tho importance of favourable environment. 
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Its Importance : 

(1) It is important in public financo. Things which yield a largo con¬ 
sumer’s surplus are fit objects for taxation. 

(2) A monopolist can raiso tho prices of such urticlcs. 

(3) It helps us to decide which is a bettor place to live in. 

Economics of Spending. The following rules may bo obsorvod to get 
money’s worth :— ® 

(1) Avoid luxuries. 

(2) Plan out your oxpomlituro in the form of a budget. 

(3) "You must bo a judge of quality. 

(4) You must know where you can buy cheap and go there. 

(5) You must not fight shy of higgling. 

(6) You must know what you really want. 

(7) Carefully docido what you should buy and what you should not buy. 
(S) Buy objects yiolding lasting rathor than short-lived ploasure. 

NOW TRY TO ANSWER THE FOLLOWING QUESTIONS 

lion ? L WktU * consum ption ? Will you consider the following as consump - 


«r»ant%fuZnaai7Zj!‘ 0 r- : (6) “ »'«««/ water from a doolie 

' ' 0 * a watch. Give reasons for your answers. ( Delhi 1019) 

c*, mmpli0 57 adZrttiiZpHi o/TZ "“ m ‘ <■"* 

<mp0r ‘T EC ° n °Tr.U. PrTJniJZy 

oJprodLion f ' J0U r ‘ 3ard following as an ac, oj consumption or as an act 

(t) Reading of a book by a teacher in a class. 

(“) ^ C(l(iin 0 of a book by a teacher at his house 

ag m , 5 - —™ 

h sJk Zg^’aZssi 

lions.” Explain arid ^ ^ M ““ * /n * «/«***«- 

0^ (U .Pm 1955) 

"hat are its 

I umv. H.S. 1962, Utkal Inter. Arts I960 SuppL; 

8. Give five different tunes nf / A ^ mer 1900 ; ^ojaathan FI.S. I960) 
gmal Utility does not apply. P S txam P lcs the Law of Diminishing Mar- 

taxation and (b) in thathS^f^uef *** L ° W ° S Dim{nish '"<J Utility (a) in 

0 [See Sec. 10] 

[See Secs. 0 and 1L] ' °' U ' 1956 ! U ' P ' Board 

rri«t JB - ] So. iloci il inJKunca 

•jgssrsFgss 

[See Secs. 12 and 13.] ( 1958 SuppL ; U P ' B °«rd 1956) 

<J their marginal ZmdZrTZtZZZ pU ' Cha3e °f “«■ ougar and milk 
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1st 

2nd 

3rd 

4th 

5th 


Chhtk. 

Chhtk. 

Chhtk. 

Chhtk. 

Chhtk. 

Tea 

100 

80 

60 

40 

20 

Sugar 

80 

60 

40 

20 

10 

Milk 

60 

43 

20 

10 

5 


The prices per chhatak are : tea 4 as., sugar 2 as., milk 1 a. 

2 chlitks. of tea, 3 of sugar and 2 of milk.) (J. & K. 1960) 

13. Explain and illustrate the law of equimarginal utility. Draw diagram. 
Examine the scope of its application. [See Secs. 12 and 13] 

(P.U. Pre. Univ. 1962 ; Rajasthan I960 ; Utkal Inter. Arts 1959 Suppl. ; 

P.U. 195S ; Delhi H.S. 1958) 


14. Explain how the Law of Substitution is useful to (a) a consumer and 
(b) to a businessman. 

15. What do you understand by Consumer's Surplus ? Mention any three 
articles from your domestic consumption in which you enjoy large consumer's 
surplus. 

[Seo See. 1. Salt, match-boxes and newspapers—these yield a large 
consumer’s surplus.] 

16. Explain clearly the doctrine of Consumer's Surplus and point out its 

main limitations. Use diagrams. [Seo Secs. 1 and 14.] (Bombay 1940) 

17. Explain clearly the concept of Consumer's Surplus. What is its 

importance ? [Seo Secs. 1 and 15.] (P.U. 1959 Suppl.) 

18. What do you understand by Consumer's Surplus ? How can it be 

measured ? (Utkal Inter. Arts I960) 

[See Secs. 1,14 and 15. In valuation, consumer’s surplus helps the 
monopolist in fixing prico. In public finance it holps a Finance Minister in 
selecting commodities for taxation.] 

19. From your study of consumption, can you lay down a few rules for 

.pending money t . [See Sec. 10] 

20. (a) Fill in the blanks by using one of the words in brackets :— 

(t) The more we have of a thing the . (less, more) we desire addition¬ 
al units of it. (P.U. H.S. 1961) 

(ii) As wc consume more of a commodity, its total utility . though at a 

diminishing rate. (Fill in the blank) 


(b) What term is used in Economics for the following ? 

Additional satisfaction derived from the consumption o/o"«^r« U m7o/[i 
,. 4 Ji.o. JUoI) 

comtnodtty• 



CHAPTER VI 

UTILITY ANALYSIS : DEMAND 


The wish to purchase plus the purchasing power 

1. Introduction. In the preceding chapter we studied con¬ 
sumption. The consumer wants a commodity to satisfy his needs. 
But wanting or desiring a commodity is not ‘demanding’ it. The 
word ‘demand’ has a special meaning in Economics. Since this word 
is used in Economics again and again, it is necessary to understand 
it clearly. 

2. Meaning of Demand. In ordinary speech, the word de¬ 
mand is used rather loosely, and it is often confused with desire. 

Desire is the wish to have some tiling or to enjoj^ a service. 

But demand implies more than mere desire. It means that the 

person is willing and able to pay for the object he desires. A beggar’s 

desire to travel by air from Delhi to Bombay lias no significance as 

ie cannot pay for it. On the other hand, a businessman’s desire to 

go to Bombay by air is ‘demand’, as he is able to pay for it, and is 

willing to do so. Demand thus means desire backed bu willingness 
ana ability to pay. J 

Both willingness and ability to pay are essential. If a man is 

he unabI ® to P^yi his desire will not become 
ii n ? e .'““ e . “ anne f* * he is able to pay but is not willing 

£aa-rJ 

USA szz 

more of it l ITw. PF T, at which St is offere<1 - He buys 

more ot it at a lower price, and less of it at a higher price Simi 

larly h.s demsudjuries with the period of time. A family's demand 

for wheat is much more for a month than for a day 

-. tsfsi *- 1 

Ur SfS"'? sate 

purchased with reference to changesTn ^ri^^toSStoSd 

tities that an ii^vidual*^^ 6 ^ down the different quan- 

dififerent prieS we «i’t Vat^d" P -/ .I 0 *" 8 ' W 

schedule. The foUowing is the demanZlL°d„^ofTc^u“f 
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milk :— 


Price 


Re. 1-00 per eeer 
75 nP. per seer 
60 „ 

50 ,, 

40 


o- 


* » 


15 „ 


»» 

99 

99 

99 

99 


Quantity demanded 
per day 

Nil 

Nil 

half a seer 
one seor 
two seers 
three seers 
four seers 


Market Schedule. The above is the demand schedule of a 
particular individual. But we can also construct a market schedule 
showing the total quantity of milk demanded at different prices in a 
market by the whole body of consumers. We can divide them into 
three classes : ‘A’ with a monthly income up to Rs. 100, ‘B’—Rs. 100 
to Rs. 500 and ‘C’—above Rs. 500. We can see how much will each 
class buy at each price, and then total them up as follows :— 


Price per seer 

Demand of 
Class C 

Demand of 
Class B 

Demand of 
Class A 

Total 


(srs.) 

(srs.) 

(srs.) 

(srs.] 

Rb. 2-00 

2 

, - 

— 

2 

Re. 100 

5 

2 

— 

7 

75 nP. 

6 

3 

— 

8 

60 „ 

5 

3 

i 

0 

50 „ 

5 

4 

i 

10 

40 , 

5 

4 

2 

11 

»» 

25 „ 

5 

4 

3 

12 

15 ,, 

5 

4 

4 

13 

9 9 

5 

n 

4* 

14 


Difficulties in the construction of a Demand Schedule. It is diffi¬ 
cult to frame the demand schedule of an individual. It is all hypo¬ 
thetical. An individual cannot positively say how much he would 
purchase if the prices were different. Some prices in the schedule 
are unreal. The price of milk may never be Rs. 2 or 5 nP. per seer. 
What is the use of asking an individual how much he would buy at 
these prices ? To construct a market schedule is still more difficult. 
Market schedule is even more hypothetical. 

Practical Utility of a Demand Schedule. . It is not possible to 

construct a scientifically accurate demand schedule. But it is true 

that different quantities are bought at different prices. The demand 
schedule is useful in the following ways :— 

1. After all, businessmen do make an intelligent forecast of 

the quantity they could dispose of at higher or lower prices. . h>no- 
polists sometimes deliberately lower prices to stimulate demand. 
Businessmen would like to know the various quantities that are 
likely to be demanded at different prices. This would help them to 
forecast profits and to arrange production. 

2. In order to find out the effect of different rates of taxes on 
the sale of commodity, a Finance Minister has to get the help o < <>- 
mand schedules. The calculations may be rough, but they are a 

the same useful. Imposition of tax is bound to raise price*. , 

would in turn reduce demand. The Government revenue will depend 
on how much is actually sold. Demand schedule is helpful in making 

these calculations. 
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Demand Curve. With the help of the demand schedule of an 
individual given in .Section 3, we can draw the curve as shown here. 
The' quantities are measured 
along OX and prices in naye 
paise along OY. 

When the price is GO nP. 
a seer, the consumer purchases 
only half a seer. We travel 
half a point on OX-axis and 
plot a point against the 60 nP. 

We plot the other points in 
the same manner, and by 
joining these points we get the 
curve. 

We find that the demand 
curve slopes downwards from 
left to right. Why ? We stu¬ 
died in Chapter V above that a consumer goes on buying a parti¬ 
cular commodity till its marginal utility and price become equal. 
Only by doing so will he be able to maximise his satisfaction. When 
the price of that commodity falls, he must buy more to equate margi¬ 
nal utility and the price. This is so because, according to the law of 
diminishing marginal utility, marginal utility can be brought down 
only by consuming more of the commodity concerned. When price 
falls, demand as measured along OX increases. Hence the demand 
curve must normally slope downwards. Only in this way can smaller 
price lines meet larger quantities of the commodity. 

It may be remarked that like the individual demand curve, we 
can also have a market curve by plotting the market demand 
schedule given above in Section 3. It should also slope downwards 
trom left to right because when price falls (t) the old buyers will buy- 
more, and (h) some new buyers may also begin buying. 

4. The Law of Demand. We have seen °what demand 
means and we have also studied the demand schedule. From the 
demand schedule we know that demand varies with price. We can 
now formulate the Law of Demand. This law says that demand 
vanes inversely (m the opposite direction) with price, t.e., if the 

•’ demand c .<“s, and if the price falls, demand extends. 

Demand increases with a falling price and decreases with a rising 
price. ® 

n'-r* any - 0iv * n iime > tke devia ” d for a commodity or service at the 

Zn«7Ju'Z :ilTr l X U " W0UU ^ atakigher ^ andU$S 

<at any given time ’ is ver y important, for 

ditTons evenifth ^ &t diffeF ? nt times and un ^er different con- 
uiuons, even it the price does not alter. 

* ,^ a:cc ^ > ^ 0ns to the Law of Demand. The Law of Demand savs 

But thedaw do^ 7 hen price falls ’ and contract when it rises, 

tfut the law does not apply to the following cases • 

d f a shortage is feared, more of a commodity will be rnir- 

chased even when the prices are rising. 7 P 
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f ]i ^ ess of a g° 0( * 7 a J be purchased even when the price has 

laJlen if it has gone out of fashion. — 


(tit) When the use of a commodity is considered a mark of dis¬ 
tinction or honour, less of it will be purchased when its price has gone 
down and common people start buying it. 

(* 1 ’) Sometimes, people are not aware of the fall in the price of 
a commodity, and they do not buy more. 

These cases will be represented by exceptional demand curves, 
i.e., curves sloping upwards instead of downwards. 

5. Increase and Decrease in Demand and Extension and 
Contraction of Demand. The law of demand discussed above 
relates merely to the extension and contraction of demand. When 
the demand changes merely because the price has changed . it is a case 
of extension or contraction. Increase and decrease are different. 


Increase and Extension. If a man buys more milk because its 
price has fallen, it is an extension of demand. But if the demand 
changes independently of the price, that is, a man buys more not 
because the price has fallen but for some other reason, say, due to a 
rise in his income, it will be called an increase of demand. 


Extension—More demand at less price. Increase—More demand 
at the same price or the same quality demanded at a higher price. 

An increase in a consumer’s demand signifies that he is pre¬ 
pared to spend a larger amount of money on a commodity than be¬ 
fore on account of some changes in his circumstances. 

Decrease and Contraction. If a man buys less when the price 
rises, it is simply a case of contraction of demand. But if he buys 
less irrespective of the price, it means a decrease in demand. Here, 
due to a change in fashion or other circumstances, a consumer may 
buy less of a good even when the price remains the same or may 
continue buying the same quantity as before in spite of a fall in 
price. 

Contraction—Less demand at a higher price. Decrease —Less 
demand at the same price or the same quantity at a lower price. 

Fig. 1 on page 75 illustrates extension and contraction of de¬ 
mand. When the price falls from PM to P'M', demand extends from 
OM to OM\ On the other hand, if the price rises from P'M' to 
PM, the demand contracts from OM' to OM. Here we travel up 
and down on the same curve signifying that the demand changes only 
due to a change in price. 

Fig. 2 on page 75 illustrates an increase and decrease in de¬ 
mand. Here we get entirely now curves (the dotted ones) above or 
below the old curve. It shows that the conditions of demand have 
changed altogether. Take the curve II'. This illustrates an increase 
or a rise in demand. Formerly we purchased OM at the price PM. 
But now we buy OM at P'M price, which is higher ; we buy the saij® 
quantity but at a higher price Or we buy more than before (Ui ) 
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at the same price (KM'—PM). In the same way, the lower clotted 
curve dd' illustrates a decrease in demand. 

Diagrammatic Representation of Increase and Decrease. Extension and 
Contraction of Demand. 


i—i 

P 

S 

W 

a 

o 

►H 

Pd 


0 

AMOUNT DEMANDED AMOUNT DEMANDED 

Fig. 1 Fig. 2 

Extension and Contraction of Domnnd Increaso and Decrease of Demand 

6. Why Demand Changes. A change in demand means an 
increase or decrease in demand, and not merely extension or con¬ 
traction of demand. Therefore, when we want to know why demand 
changes, we have to mention such factors as create new conditions 
of demand so that the demand curve either shifts upwards (as II' in 
Fig. 2 above) or it shifts downwards (as dd'). Obviously these fac¬ 
tors are other than price. 

The following are the factors (other than a change in price) 
which bring about changes in demand :_ 

. (*) Change in fashion. When things go out of fashion, they 

will be less in demand, even though they may become cheap. 

. - Change in weather. It has got the same effect as a change 

m fashion. Demand changps when the weather changes. A fall in 

the price of woollen clothes does not increase their demand in 
summer. 




(m) Change in the quantity of money in circulation. If the 
quantity of money m circulation increases, the people will have more 
purchasing power Demand will consequently increase. This is the 

P n °5+° m i Whlc ?, We • find ourselves afc present. There has been 

^ ‘ nCr T e , d and P rices have risen. A decrease in 
the quantity of money similarly works in the opposite direction. 

(tv) Change in population. A change in the size or the charac¬ 
ter of population will bring about a change in demand. If the birth- 

demanded^ whiT a m ° re toyS and P eram bulators will be 

emanded , while another country with more old men will demand 

more walkmg sticks, false teeth and medicines. 

(») Change in wealth distribution. Suppose wealth comes to ha 

d ‘fritoe<l- The demand for necessarLs and comforts 

ssirrr £ 
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(vi) Change in real income. Increase in real income means that 
things are cheap so that with the same money income people are 
able to buy more goods. It is not necessary that they should buy 
more of necessaries. The whole scheme of expenditure will be recast 
and the demand for commodities will, therefore, change. Some 
comforts might be added, and even luxuries. 

(i'ti) Change in habits, tastes and customs. Demand depends on 
the tastes, habits and customs of a community. A change in any of 
these must bring about a change in demand. For example, if people 
develop a taste for tea in place of lassi, the demand curve for tea 
will shift upwards towards the right. That is, the demand for tea 
will inorease. 

( viii ) Technical progress. Inventions and discoveries bring new 
things in the market with the result that old things are no longer 
wanted. Radio sets are nowadays replacing gramophones. 

(ix) Discovery of cheap substitutes. Manufacture of vegetable 
ghee has made available a cheap substitute for ghee. The demand 
of pure ghee has consequently decreased. 

(x) Advertisement. A clever and persistent campaign of adver¬ 
tisement may create new type of demand. This is the case with the 
demand for patent medicines and toilet accessories. 


7. Elasticity of Demand. We have seen that demand 
extends or contracts respectively with a fall or rise in price. This 
quality of demand by virtue of which it changes (increases or decreases) 
u-hen price changes (decreases or increases) is called Elasticity of 
Demand. Elasticity means sensitiveness or responsiveness of demand 
to the change in price. In short, changing of demand with the change 
in price is called elasticity of demand. 

This change, sensitiveness or responsiveness, may be small or 
great. Take the case of salt. Even a considerable fall in its price 
may not induce an appreciable extension in its demand. On the 
other hand, a slight fall in the price of oranges may cause a consider¬ 
able extension in their demand. That is why we say that the 
demand in the former case is ‘inelastic’ and in the latter case it is 
‘elastic’. The demand is elastic when with a small change m price 
there is a great change in demand; it is inelastic or less elastic 
when even a great change in price induces only a slight change in 


demand. . 

“The elasticity (or responsiveness) of demand in a 
market is great or small according as the amount demanded 
increases much or little for a given fall m pr.ee, uddmn- 
nishes much or little for a given rise in price. —(Marshall) 

But the demand cannot be completely ‘elastic or ‘inelastic . 
Comnletelv elastic demand will mean that a slight fall (or rise) m 
the pHce Of lL commodity concerned induces an infinite e,tens,™ 
(or contraction) in its demand. Completely inelastic: demand «U 
mean that any amount of fall (or rise) m the pnee of the eommotoy 
docs not induce any extension (or contraction) in its demand. B 
these conditions are unrealistic., lhat is why we say that elasti y 
of demand mav be ‘more or less . 
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Diagrammatic Representation of Elasticity of Demand. 



Quantity demanded. Quantity demanded. 

Fig. 1. Less Elastic. Fig. 2. More Elastic. 


In both these figures,/ along the Y-axis represents the fall in 
price and g along the X-axis the increase in demand from OM to 
O'M. 

In Fig. 1, the fall in price is considerable, but the increase in 
demand is slight. In this case, the demand is not so responsive to 
the change in price ; it is only slightly elastic or less elastic. 

In Fig. 2, there is a small fall in price, but a great increase in 
demand ; it is, therefore, highly elastic or more elastic. 

It should be carefully noted, however, that elasticity of demand 
is not indicated b} r the slope of tfye curve as is generally supposed. 

Elasticity of demand is always at a price. Different points on the 
demand curve have different elasticities of demand. merely 
seeing the slope of the demand curve, therefore, we cannot say that 
the demand is less elastic or more elastic. Again, it is possible to 
draw a curve which may throughout its length represent unit (t’.e., 
same) elasticity even though it may have different slopes. This 
curve is known as a rectangular hyperbola. 

8. Measurement of Elasticity. There are three methods 

?oY^ Ca3 !?r ng , el * sticifc y of demand : (1) jTotal Expenditure Method ; 
(2) Dr. Marshal] s Method ; and (3) Mathematical Method. 


Firsi-.Method. Under the first method, wo measure elasticity 
by examining the change in the total expenditure due to a change in 
price. Look at the following demand schedule relating to hand- 


Price per handkerchief Nc 

Rs. 2.00 
Ro. 1.00 

75 nP. 

02 nP. 

When the total amount 


No. demanded 
2 

3 

4 

5 


Total amount spent 

Rs. 4.00 ...(!> 

Rs. 3.00 ...(2) 

R9. 3.00 ...(3) 

Rs. 3.10 nP. ...(4) 


y o amount of money remains the same ( e.g ., 

between Eos. 2 and 3 above), the elasticity is said to bo unity. 

in t ° t&l a “? unt of money spent increases with a fall 

dec ? ea9es with a rise in price), the elasticity is said to be 
greater than unity , as between the two prices {e.g.. Nos. 3 and 4). 
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,^?? n the tota ! amount of money spent decreases with a fall in 

lelTthZ ncr . ea , ses '" th a rlee ln P r,oe ). the elasticity is said to be 
less thayi untty ( e.g ., between the two prices Nos. 1 and 2). 

We can also represent this method diagrammatically. Take 
tota^expenditure along the X-axis and price along the Y-axis. We 

get a backward sloping curve Olum. The 
portion 01 represents less than unity elas¬ 
ticity, because an increase or decrease in 
price increases or decreases the total ex¬ 
penditure. The portion lu represents 
unity elasticity because a change in 
price has got no effect on total expendi¬ 
ture. Portion um represents more than 
unity elasticity because an increase in 
price decreases the total expenditure and 
a decrease in price increases the total ex¬ 
penditure. 

- Y Second Method. According to this 

a method, as put forth by Dr. Marshall, 
TOTAL EXPENDITURE elasticity of demand on any point of the 
demand curve can be found out by drawing a tangent through the 
point. Suppose we want to know elasticity of demand at point P 
in our demand curve DD. Draw a 
tangent through P touching X-axis at Y) 

T and Y-axis at t. Then elasticity of 

PT 

demand at point P= ^. Elasticity 

is more than unity, unity or less than, 
unity, according as Ft is greater than, 
equal to, or less than PT. 

Similarly, we can find out elasti¬ 
city for any other point on the 
demand curve DD. 

Third Method. Under this 
method, we measure elasticity by com¬ 
paring the percentage change in price 
with the percentage change in demand. 

The elasticity of demand is unity, greater than unity, or less than 
unity, according as the change in demand is proportionate, more 
than proportionate, or less than proportionate to the change in price 
respectively. The elasticity is the ratio of the percentage change 
in the quantity demanded to the percentage change in the price 
charged. The formula is : — 

. Proportionate change in demand 
asticity— Proportionate change in price 

Change in demand . change in price 
*” Amount demanded ' price 

9. Relation of Elasticity of Demand with the Law of 
Diminishing Marginal Utility. The concept of elasticity of 
demand is derived from the law of diminishing marginal utility. 



QUANTITY DEMANDED 
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The law of diminishing marginal utility states that, as we get 
more and more units of a commodity, the utility of each successive 
unit falls. Now in some cases the utility falls rapidly. For instance, 
if we put a little more of salt in our vegetables, the utility at once 
comes down so that we do not want more of it at all. In such cases 
the demand is inelastic. The price may rise or fall but we continue 
to buy the same quantity of salt Match-boxes serve as another 
good example. 


But there are cases where the utility does not fall rapidly as 
the amount increases. We do not soon get fed up with such commo¬ 
dities. This is the case with all luxuries. In such cases the damand 
is elastic. If the price falls, more luxuries are purchased. For 
example, more eggs and fish are purchased by a man of moderate 
means if their price goes down. 

Thus where the utility falls more rapidly as consumption is 
increased the demand is less elastic and where the utility falls only 
gradually, the demand is more elastic. This is how the elasticity of 
demand is connected with the law of diminishing utility. 

, Relation between Elasticity of Demand and Consu¬ 
mer s Surplus. We know that the demand for necessaries of life 
is relatively inelastic. Whatever their price, we must buy them, 
for n ® ces saries we are prepared to pay much more than we actually 
have to pay as they are generally cheap. Hence, in cases there 
is a large consumer s surplus, for consumer’s surplus is equal to the 
S™ 6 t '? een what the consumers are willing to pay and what 
mi l J, have 10 pay ‘» For luxuries we are not prepared to pay 

their prilet7JSs%te e d P eman , d * S “° re , A little fall in 

Hence de m and ^nds and Z U l ? d * <^°«ages ». 

falis and rises respectively^ ** ^ 

relative terms. What ta’thefonmr nece3saries and luxuries are 
another. Thus for the 7 006 ma y be a necessity for 

for some people and taelastTc Whe ‘ ty “f d “ ma y be elastic 
to refer to the class oTne™l„ peo ? le ' Hence it is necessary 

elastic or inelastic. P P ^ res P ect to whom the demand is 

«•?., tLandco£fe? m °lf lt ^e h nrice 8 the demand is elastic, 

be purchased in large quantities Ifth ? 7 °” e °- them fails - H wil > 

wdl contract, and its Substitute „Ji f v h pt f nses - dema "d for it 

substitute wdl be purchased instead. There is 


80 


INTRODUCTORY ECONOMICS 


therefore, greater extension or contraction of demand for such com- 
modifies when their prices change. Demand for them is elastic. 

w ( iv ) When a commodity has several uses, its demand is elastic. 
With a fall m price such a commodity tends to be put to less urgent 
uses. Thus its demand extends, and vice versa. 

(v) When we can postpone buying a commodity, the demand 
m elasttc. More is purchased when the price falls, and less when it 
nses. I-or instance, if the price of warm suiting goes up, its demand 
uill considerably contract because its purchase can be conveniently 
postponed. 

(?'/) Elasticity of demand depends on the level of prices. If 
price is too high or too low, the demand will be comparatively 
inelastic. For moderate prices it is elastic. When the prices are 
already too high or too low, a small change in them will not affect 
the demand much. 

12. Importance of the Concept of Elasticity of Demand. 

The concept of elasticity of demand has graat practical importance : 

(1) It guides the businessman in fixing the prices of his goods. 
If the demand for a commodity is inelastic, he knows that the people 
must buy it whatever be the price. In such cases he will be able to 
rahe the price. If he is a monopolist he will certainly do so and 
earn a larger net profit. When the demand is elastic, a small fall in 
price will increase the sales and bring more profit. 

(2) The Finance Minister also takes note of elasticity of 
demand when seleoting commodities for taxation. In case he wants 
to be certain of the revenue, he taxes those commodities for which 
the demand is inelastic. People must continue buying them even 
though the prices rise with the tax. If the demand is clastic, people 
will buy less of them and the Government would get less, revenue. 

(3) In case of joint products, separate costs of production of 
the two commodities are not ascertainable. In such cases, price of 
each will depend on the elasticity of demand of each. 

The transport authorities also fix the prices of the various 
services they sell, after considering their elasticity of demand for the 
respective services. 

(4) The volume of industrial output depends on the nature of 
demand. If the demand is elastic, by slightly reducing the price, 
sales can be increased, and the output too will increase. 

(5) The concept of elasticity can explain how the farmers maj’ 
remain poor even when there is a bumper crop. If the elasticity of 
demand for wheat is unity, the incomes of the growers would remain 
the same whatever the condition of the crop. In a year of bad har¬ 
vest the rise in price would compensate for reduced output and in 
a year of good crop, the price will fall and thus reduce the income. 

(6) Elasticity can also influence wages. If demand for a parti¬ 
cular type of labour is inelastic, it can succeed in raising wages. 

Thus*the concept of elasticity has great practical importance 
in the various fields of applied Economics. 
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13. Inter-connected Demands. We havo been discussing 
demand as if the demand for a commodity stands by itself. Actually 
this may not bo the case. Demand for one commodity may be con¬ 
nected with that for another, and often it is. 

The following cases may be noted : — 

(a) Joint Demand. When several things are demanded for a 
joint purpose, it is a case of a joint demand. Milk, sugar and tea 

leaves are wanted for making tea. Bricks, mortar, woodl and the 

services of carpenters and masons are all needed for building a house. 
These are cases of joint demand. 

A commodity may be demanded jointly with others in many 
groups. Milk for instance, is wanted not merely for making tea 

and° V& tine * but ifc is aIso wantcd for preparing Rasgullas 

. n Wh ? 1 !. c0 P im ^ities are jointly demanded, their prices aro 
influenced by the demand for the ultimate object. For example 

^ FICC e nC u S an<J tbe ™S es masons are greatly affected bv 
the demand for houses. The price of each constituent will depend 
on how urgently it is needed. uepenu 

iAT, sms ."■ 

a hous^Tis f °rea b llv k th an 1 dcrivcd fr0m tho d °™»d »» 

wanted only because^v<^ necd^house^ ™ Want : 

can Tk \ dt T Ud I° r a commodi ‘y that 

the demand for each of tho ro l P 0Slte demand. It is composed of 

ing, cooking andto rS^Kl" 808 ’ .°° al bo *>r heat- 
oomposed of its demand for alf th,f m ‘ en & 111( ; 3 - Demand for coal is 
posite demand. theS ° US03 ‘ lt is thus a case of com- 

determined^wdl blTexplained tiTLter d ° mSnd arC 

Dcm ^. AT YOU HAVE LEARNT from THIS CHAPTER 

commodity. me ° ns <islro b “ ck<!,i by willing™,^ Bnd abiUty {0 pRy fgr a 

2=rsa--te 

Exceptions • 

(2) Loss will bo 6 domamdod^even whon’th™**' 8,101+380 feare d- 

fiono out of fashion. h the P nco 18 lower if the article has 
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(3) The law does not. apply to things used as marks of distinction. 

(4) The law may not apply when purchasers are ignorant. 


Increase of Demand and Extension of Demand. Extension of Derttu. d 
means that more is demanded when the price falls. 

Increase in demand means that more is purchased at the samo price, or 
the same quantity is purchased at a higher price. 

Decrease of Demand and Contraction of Demand. Contraction of De¬ 
mand means that less is purchased when price rises. 

Decrease in demand means that less is purchased at the same price, or the 
same quant it}' is purchased at a lower price. 

Causes of Changes in Demand. A change in any one of the following 
will bring about a change in domand : Fashion, weather, money, income, popu- 
lation, wealth distribution, real income, habits, customs, technical progress, dis¬ 
covery of substitutes, advertisements, etc. 

Elasticity of Demand. Tt means sensitiveness or responsiveness of 
demand to changes in prico. “Tho elasticity of demand in a market is great or 
small according as the amount demanded increases much or little for a given 
fall in price and diminishes much or little for a givon rise in price.” —{Marshall) 

Measurement of Elasticity. When the total amount of money spent 
remains the same, the elasticity is unity ; when the total expenditure increases 
with a fall in prico or decreases with a rise in price, elasticity is greater than 
unity. When the total expenditure is less duo to fall in prico or more with o 
rise in price, it is less than unity. Or wo can say that elasticity is unity, greater 
than unity, or less than unity according os tho change in demand is propor¬ 
tionate more than proportionate, or less than proportionate to tho change in 


price respectively. 

Relation of Elasticity to the Law of Diminishing Utility. The de¬ 
mand is inelastic if the utility falls rapidly, and elastic if the fall in utility is slow 

or gontlo. ^ , 

Relation of Elasticity to Consumer’s Surplus. The consumor s sur¬ 
plus is large when tho demand is inolastic and small when it is olastic. 

Cases where demand is inelastic and where it is elastic : 

(1) Necossarios—inelastic. 

(2) Luxuries— elastic. But luxuries and necessaries ore rolativo terms. 

(3) For substitutes—elastic. 

(4) When a commodity has sovoral uses, it is elastio. 

(5) When domand can bo postponed, it is elastic. 

(G) Degree of elasticity also depends on the lovel of prices. 

Importance of Elasticity of Demand: . 

(1) It helps a businessman, especially a monopolist, m fixing price 
| 2 j It is useful in public finance for selecting commodities for taxation. 

l ZT^oTdt^Z^nl arc wanted together for a common purpose, 

- S3U- - -« a.- ae T a. 

Tho demand for the material required to make a com- 
a commodity has Severn, uses, the demand foe 

it is coroposod of all those uses. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. What is Demand ? Can yo^raw amark^mand CHTVt 

during the Diwali festival! [ ee • demand said to increase 

2. What do you understand by 'demand When . H g JQ5g) 

, „„ , [Seo Secs. 2 and o.J ' , . . .i, 

" dtC "T WriU o on .he demand IT*.. ore %***" " '** 

preparation of a market demand schedule ? What xs Ms prac jj. l9 4I) 

r r [Seo Sec. 3.J 
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4. Prepare the demand-schedule of your family for milk. Draw the corres¬ 
ponding demand curve. 

5. Explain the Law of Demand. Explain its limitations. 

[Soo Sec. 4.] (Saugar ; C.U. 1953 

6. Explain why the demand for commodity fulls when its price rises Is 

M always true ? _ [See Sec. 4.] (Patna 1954) 

■ . J', f xamt ” e the factors which bring about a change increase or decrease 

in demand for goods. [See Sec. 6.] (/>.(/. 195 r t ) 

8. How would you explain the differences in the following examples of 

^tCniomhnf f emand ■ for if* in summer and winter; (b) demand for woollen cloth 
n the month of January xn Calcutta and Ludhiana ; and (c) demand for mangoes 
m Saharanpur in the month of July and January. J mangoes 

, St “te the La w of Demand. What are its limitations ? With the heln 

l™nd 9r<1 Z d£?e£c tf nCti °? bel ! VCen (0) * VlCrCaSC *” dcmand and tension of 
acmana , (t>) decrease tn demand and contraction of demand. 

10 JP [S . Ce SeC8 - 4 and (P.U.1959) 

*— * rfafjTo % r™$:LiT ity of dcmani • 

with 

— z* r ^ 

How dols elasticity Zfdema*** ? 0ncepti of ’Sicily of demand"] 
ranges and for ^ ^iee 

J3 What dn Se ° SeC * I ] ( P-U. Inter. 1961) 

1 — ’ ™ referenceJ 

some extent a stibstSute^o/ ino, “ ti . c domand - Tea ia to 
19 a luxury and the demand is elastic.] f th ® demftnd 13 dastio. Motor Car 
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(6) A manufacturer. 

(c) A monopolist. 

(d) A tracer. 

(e) A labour leader ? 
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If shortage is feared . (more, less) will be demanded at a higher 

price. (P.C/. Pre-Univ. 1961 Suppl.) 

tv) W'/tfn two or more goods are demanded together, it is a case of......... 

(joint, composite ) demand. {Pb. Untv. H.S. 1961) 

(rt) If more is demanded at the same price, it is a case of .( extension, 

rise) in demand. 

(vtt) Demand for the commodities which are jointly demanded is relatively 
. (less elastic, more elastic). 

iviii) Elasticity of demand for a commodity is said to be.... . . (greater 

than unity, less than unity) if the total expenditure on the <%»*«*$ 
increases in the event of a rise in its price. (P.U. Pre-Uni. 1962) 







CHAPTER VII 

NATURE OF PRODUCTION 

Producing value rather than utility 

„ , Production. We have finished the study of Consumption 
and now we proceed to study Production. 1 

We know that an intimate relation exists between consumntion 

ma C tter° d of Ct fact an t d l ‘ he ,rw arC mut,,all .V interdependent. As a 
r facfc .’ th f^ arc dlff erent stages in the same process 

consSd° n t, b fT g t lC fina ‘ ° ne ' Be3ides ’ same stage may be 
considered both consumption and production. For instance a 

carpenter who makes a table is producing a piece of furniture and 
Let us now turn to the nature of production 

sfasS&S *= 

Now it acquires^d&tional JrtiBty 8 'its’t™ Wil * f® tcb a hig, ‘ P rice - 
the creation of ‘ Place Utility' It3 'transport to tho city means 

where they are cheap to nlace, it P °.u mg ° f goods from the places 

ing a place y utfiity ft givt Z coZ^T P " C °2 iT bigh ’ ia croa ‘- 

j. gives tne commodity an additional value. 

demand, he may 'fiirthet* add h to hl fts elf • t ‘ U - s 8r0 10 grater 
‘Time Utility’. Fruits pn , ce ' Tl > is storing creates 

sold for consumption in the Sff seaton™ Wh “l C ° ld storages to b ® 

godowns to be sold when prices rise Tho« W ® ay be ko P‘ in 
t.me utility. It is time which gives them “re Viur ° Xan,pleS ° f 

Just as n man th caZ,oTStro^tt b “* »»t ma((er . 
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examples citelutove utUitTeTh ” ler f’ y creation °f utility i x n tho 
orwe alth produccd How'tt this mav a “ d goods 
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example, a tube of oxygen will find no market in the plains as there 
is abundance of it in the air. The provision of such utility—and 
oxygen is a big utility — cannot be considered production. A thing 
may possess utility, but it may have no value, e.g. y air. Production, 
in Economics means production of wealth or value and not merely 
utility. Production is , therefore , best defined as the creation or addition 
of value or wealth. It may consist not only of goods but also of the 
services of doctors , teachers , etc. Production, in short, does not mean 
creation of all utilities, but only such utilities as have value-in¬ 
exchange. 

From the above, it is clear, that the act of production is not 
complete till the commodity reaches the hands of the consumers. A table 
cannot be considered as ‘produced’ just when it has been made. It 
must pass through various agencies and reach the final consumer be¬ 
fore it can be considered. 

In Economics, we are not concerned with the technical process 
of production ; we do not study how cloth is actually woven. We 
do not learn the art of making it. That is the work of spinners, 
weavers, and dyers. The student of Economics has simply to note 
the various stages through which cotton passes—ginning, carding, 
spinning, weaving, bleaching, etc.—till it reaches the hands of the 
final consumer. We are concerned with economic aspect, i.e., cost, 
price, profit, etc., and not technical aspect. 

Can there be over-production ? From the consumers’ point of 
view there can never be any over-production. They can always con¬ 
sume all that has been produced and need still more. Even in the 
richest countries there are hungry mouths, ill-clad bodies, and un¬ 
shod feet. The term ‘over-production’ is not used in the sense that 
the supply is more than can be consumed physically. Over-pro¬ 
duction is from the producer’s point of vie t w. There are times 
when things produced cannot be sold at a profit. The cost of pro¬ 
duction may be higher than the prevailing price so that it is un¬ 
profitable to sell the goods at that price. Also, owing to widespread 
unemployment demand for goods may fall off. Thus there is g u m 
the market which we call over-production. It may be due either to 
faulty organization of industry or to too optimistic anticipations oi 
producers, or wrong estimates of costs and prices. 

3. Classification of Productive Occupations Productive 
occupations can be classified as under : — 

(t) Industrial Occupations. They are of the following two 

types 

(„) Extractive Industrie*. Growing of crops, extraction of 
minerals and fishing are usually included in this group. 

(b) Manufacturing Industries, e.g., making sugar out ot cane, 
cloth out of cotton, steel out of pig iron, and so on. 

(if) Commercial Occupations The following activities are 

included in this group , 

(a) Activities of businessmen including brokers anc o 
middlemen in buying, selling and stocking. 
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(0) The work of transportation performed by carts, lorries, rail¬ 
ways, etc. 

(c) The services of booking and insurance companies in mobili¬ 
sing capital and supplying it to trade and industry. 

(m) Direct Services to Consumers. These include the 
personal services performed by lawyers, doctors, teachers, domestic 
servants, etc., to their employers. They also include the services of 
government officials, army, navy and air force. 

4. Factors Affecting Production. There are several factors 

which go to determine the volume of production in a country. They 
& re i 


(t ) Natural Factors. The amount and nature of production 
m a country depends on its climate, nature of the soil, rainfall, etc. 
Production is diminished by natural calamities like earthquakes 
floods, droughts and hailstorms. 

(u) Political Factors. The form and character of government 

In Ru ss frtl d q a W ‘ th the V °L Ume ° f P roduction *» a country. 

In Russia, the Soviet Government has brought about tremendous 

G^vernmenr 0 ' 1 !'^ thv0ugh P, lannin g- For a long time, the foreign 
Government in India encouraged the production of raw materials 

and discouraged manufacturing industry in the country. 

. , Technical Progress. Production largely depends on the 

technical progress in the country 

boTnd t^inL new “ ete ?: ,a,s > ne w processes and new machines Is 
bound to increase the volume of production 

ifproduction is to be increased pnme nceds °f a country 

latively m °rc and better goods than 
the 

example, we need the services of land F fn making of cloth, for 
doth ; we also need mon?v to buv Ll■ j° tr ? nsform * into 

an organiser is needed to nrl,^ y “ achin , esand tools. Above all 
nate the work of the various g fanW^ he 'T hole , bus mess and coordi- 

been called by economists Land r , em P^ cd ; These factors have 
(or Enterprise) Capital a » d Organisation 

and the production" is ^d ‘output’ ^ ^ aIS ° CaIlcd ***? 

but "» d -t<>od. 

man. It stands for natural resources a,r a ™^ble to 

ed labourer but^lTtypesTf work' mentel ° f V°° Iie or of an unskill. 

ypes 01 work, mental and manual, undertaken 
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for getting an income. Any type of work for earning an income i 
called labour in Economics. 

Capital means not only cash used in business but it also in¬ 
cludes tools, machinery and appliances used in production. 

Organisation or enterprise is the work of bringing the above 
three factors together and making them work harmoniously. This 
includes the process of rewarding them for their labour too. It 
means not only organising a business but also taking the risk. 

The factors are supplied by landlords, labourers, capitalists and 
organisers (or entrepreneurs). Their respective incomes are called 
rent, wages, interest and profit. 

C. Are these Four Factors Reducible to Two ? Some 
economists put forward the view that there are not four factors but 
only two original or basic factors. They argue that capital is not an 
original or independent factor, but is the result of saving. Labourers 
work on land and produce more than they immediately consume. 
Thus a part of what is produced is saved and changed into those 
forms of wealth which aid further production. This is capital. It 
has no independent existence and should be included in land and 
labour. It is the product of land and labour. 

As for organisation or enterprise, it is pointed out that it is 
only a form of labour. Economists include in labour all types of 
work, mental and manual. Why not Organisation too ? 

We are thus left only with two factors, viz.. Land and Labour 
or Nature and Man. The other two factors, capital and enterprise, 
are included in them. 

The above position is quite logical, but not realistic enough. 
Capital in modern times is of tremendous importance. It has thrown 
labour in the background and overshadowed land in importance. 
Who can deny that the capitalist dominates today ? Production 
without capital would be negligible. Owing to its intrinsic impor¬ 
tance, capital must be assigned an independent place among tho 
factors of production. 

Further, although organisation is a type of mental work, yet 

this work must be considered distinct from ordinary mental labour. 

It is of a specialised type. It not only consists in initiating, direct¬ 
ing, controlling and supervising the entire process of production, but, 
above all, in taking risk. Risk-taking is not mero labour. In 
modern times, when tho other three factors of production ho 
scattered, and production is so very complicated and costly, tho 
importance of the services of the organiser or entrepreneur cannot bo 
over-estimated. Ho must have a place of his own, and a very high 
one too, among the factors of production. 

We thus come back to the view that there are not two but Jour 
factors of production : land, labour , capital and organisation. 

7. Modern View of the Number of Factors of 
tion. Economic thinkers of to-day like Benham, contend that the 
factors of production aro ncithor two nor four but millions Anyth ig 
which goes into production is a factor. Every acre of land is a lactor 
by itself, and so is every worker, each rupeo, and each mdiviau 
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entrepreneur. There are millions of each of those factors. Indeed 
the number is incalculable. The utmost we can do is to group to¬ 
gether all similar acres of land, all similar workers, all similar 
machines and all entrepreneurs in the same lino and count each 
group as one factor. But even thus the number of factors would 
run into thousands. 

The modern economists object to the traditional classification 
on the ground that dissimilar things are grouped together. For 
example, they ask, how can the work of a mason and the work of a 
typist be put under the same label ‘labour’ ? They also say that, as 
these factors are subject to the same economic principles, there is no 
point in keeping them separate. 

The argument is plausible but wo shall adhere to the old 
four-fold classification of the factors of production. It makes for a 
convenient and clear study of the department of production. Wo do 
not want to confuse the student with niceties at an early stage of his 
study. 


8. Efficiency of the Factors of Production. Production 
does not depend merely on the size of a factor. It also depends, 
and very largely too, on its efficiency, e.g., its capacity to produce. 
One may have thousands of acres of sandy soil but obtain very little 
from them. The Japanese, fewer as they are, can produce much 
more in a year than perhaps the millions of Chinese or Indians. 
Mere numbers do not count for much. Similarly, an up-to-date 
machine produces more than an out-of-date one. A competent 
organiser will make a small business yield a large total net profit. 
Ihe efficiency of a factor is thus of great importance. 

Efficiency may be natural or it may bo acquired. Waste land 
can be turnedUnto fertile fields by the application of manure. Labour 
can be trained ; capital can be properly organised through banking • 

other° an . be eduaated and assistcd b y statistical and 
bad L ^ ^formation. • Good c l ualitics can be strengthened and 
bad ones eliminated. Efficiency is thus largely man-made. 

9 - Mobility of the Factors of Production. Efficiency of 

the mobility o/tho 

mov e ment P fr°,m 1 M ° bility ™ eans not merely physical or bodily 

one” another . 0 ? bUt a ' S ° chan S in 8 ° TCr 

and ^ here are few factors that can bo put only to a particular use 

another " Land^n h ^ °1 ^ ““ b ° “°™ d ^om ono use to 
move 'L“ bt i. mad “ to B ro "' “''eral crops ; labour can 
Salhin* £ °? ?? c T tl0r ;« Place, or industry to another ; even a 
ties of the !f° f .producing different articles or different varie. 
over from ®* m ? ai ? lcl °- Tho entrepreneur , of course, can change 

T e T 10 anothor - Honco wo S0 o that most factors 
specific 1 ^ feir y mobiio - Very fow of thom are absolutely 


in a ni “ mobility is easy. For example, an accountant 

ga •f* 11 casiI y become an accountant in a cotton mill. His 
Tk. remains the same though he has moved from one industry to 
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another. In other cases, mobility is very difficult, as in a change of 
profession or even in a change of place. 

Mobility may sometimes entail a loss when a entrepreneur has 
to switch over to another business. 

The adaptability of the productive system depends on the- 
degree of mobility of the factors of production. The last war has 
shown that the productive system is fairly adaptable. The countries 
involved in the war made a change-over from peace to war economy 
and vice versa fairly quickty. 

10. Relative Importance of the Factors of Production. 

It is very difficult to say which factor of production is more impor¬ 
tant and which less. It is just like asking whether hands are more 
important or eyes to a human body. All of them seem to be equally 
necessary and important and each has a special function to perform. 

Land makes available to us the gifts of nature ; it supplies 
space for economic operations ; it provides the raw materials. Every¬ 
thing that we use can be traced ultimately to land. Human life 
without land is inconceivable. 

But what can land do alone ? Without man’s aid it can pro¬ 
duce but little, a few wild strawberries here and a few hard, stony 
plums there. Wild growth cannot sustain present human population. 
Man must work on land in order to increase production. Labour, 
therefore, is equally essential. Through man’s efforts production has 
been immensely increased and diversified. As a matter of fact, 
everything that we see or use bears the stamp of human effort. 
Labour is, therefore, undoubtedly of great importance. 

What about capital ? Capital fulfils a real need. Unaided by 
tools, man cannot produce much. If man has today mastered 
nature, if he can fly in the air, span the ocean, dive deep into the sea 
or penetrate into the bowels of earth, it is all due to the aid that he 
receives from machinery. A community mainly depending on land 
and its materials is condemned to appalling poverty for ever. 
Mechanization is the order of the day and for this capital is essential. 

It is not without reason that production of to-day is described as 
capitalistic production. Importance of capital, therefore, cannot be 
exaggerated. 

The entrepreneur, or organiser, also plays a very essential part 
in production. It is lie who is responsible for setting the productive 
machinery in motion. It is under his leadership that production 
goes ahead and breaks new ground. 

We thus realise that all factors arc necessary for modern pro¬ 
duction. But they have not been equally important always. The 
importance of a particular factor depends on the stage of economic 
development of the country. In the hunting and pastoral stage, land 
was undoubtedly all-important. In the agricultural stage labour 
disputed with land for domination, but not wholly successfully, to¬ 
day capital and the entrepreneur seem to carry everything belorc 
them ; other factors have been eclipsed. 

Besides, the relative importance of the factors of production 
varies from industry to industry. In industries, whero raw material 
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costs are very heavy, we might say that land is more important 
and where costly machines are used capital is more important, and 
so on. 

We shall make a detailed study of each of the four factors of 
production in the chapters that follow. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

Consumption depends on production and production depends on 
consumption. 

Consumption and production aro relative terms. They aro different 
stages in the same process. Everyono is both a producer and a consumer. 

What is Production ? It means croation or addition of value. Does it 
mean creation of utility ? No. It means croation of woalth or value. Because 
a thing may possess utility, it may not have any value or be woalth. 

What i-y over-production ? Over-production happens only from tlio pro¬ 
ducers’ point of view when they cannot sell their good? at profits and the stocks 
accumulate. There cannot be over-production from the ccnsumors’ point of 
view as they can always consume all that has been producod and stand in need 1 
of still more. f 

Classification of Productive Occupations : 

(1) Industrial : (a) extractive, and (6) manufacturing. 

(2) Commercial : (a) buying and selling, ( b) transportation, (c) banking, 
and insurance. 

(3) Direct service to consumers, e.g., work of domestic servants, lawyers, 
doctors, teachers, etc. 


Factors Affecting Production : 

(1) Natural faotors like climate, floods and earthquakes. 

(2) Political factors. 

(3) Technical progress. 

(4) Development of means of communication and transportation. 

(6) Development of credit and banking. 

(6) Character of the people. 

Factors of Production. Four factors :_ 

(1) Land, i.e., natural resources. 

(2) Labour—all mental and manual work done for money. 

(3) Capital—all aids to production like tools, implements, etc. 

(4) Organisation—bringing the other factors together for work and 
undertaking the risk of production. 

Can the Four Factors be Reduced to Two ? Some economists argue 
that organisation is a form of labour and capital is not an original factor of pro¬ 
auction. ThuB they assert that thero aro only two faotors, land and labour, or 
nature and man. 


- d ? rn ^nomists think that there aro millions of factors. Anything 
oclS?ff Pr0 ?n t1011 13 a / tt0t ? r 0f P rodl “tion. They say that it is wrong 
cUwificat- d fferent thmga Undor the 8arae h6ft ding as is done under the four-fold' 
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irfKSb^ lSd d thf r TW ro . lat ! ve importance depends on the nature of 

industry and the stage of eoonomto development of a country. 
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CAN YOU ANSWER THE FOLLOWING QUESTIONS 

1. Production is concerned with the addition of utilities. Give, with ill us- 
t rat ions an exhaustive definition of Production. [See Sec. 2.] (Ajmer 1958) 

2 What is meant by production in Economics ? In the light of your answer 
dtscuss the claim of the following to be called producers 

(а) Farmer, (b) Hunter, (c) Middleman, (d) Teacher, (e) Gambler, 

(f) Insurance Agent, (g) Bus Corvluctor, (h) Broker (dalal) in a Mandi, 

ft) Thief. (Delhi 1948) 

3. Mention some of the causes which affect the volume of production in a 
country. Why is production low in India ? 

(Soo Sec. 4. Production in India is small on account of tho following 
•reasons : 

(1) Lack of sufficient water supply for agriculture. 

(2) Small holdings, 

(3) Poverty and ignorance of the farmor and tho primitive methods of 
cultivation. 

(4) Inefficient organisation of industry. 

(5) Foreign competition. * 

(б) Non-utilization or partial utilization of the natural resources. 

(7) Comparative inefficiency of labour. 

(8) Lack of sufficient credit and banking facilities. 

(9) Inadequate moans of transport. 

(10) Inefficient administration.] 

4. What is production ? What are the factors of production ? 

[See Sec9. 2 and 5.] (P-CL 1930) 

5. “Land, Labour and Capital have been called three requisites of produc - 

■lion. Explain this statement and offer any criticism upon it that you may think 
desirable. (See Sec. 3.) (P.U. 1929) 

6. What do you mean by the efficiency of a factor of production ? On what 

dors the efficiency of land and capital depend T [Soo Sec. 8.] (U.P. 1940) 

7. What do you understand by mobility of a factor of production ? 

Enumerate the obstacles that deter it. Ilow would you make Indian labour more 
mobile ? [See Sec. 9.) (Bombay 1954) 

S. Discuss the relative parts played by Man and Nature in production. 

Which o the two do you consider more fundamental and why ? 

(See Sec. 10.] {P.U. 1931) 


CHAPTER VIII 

FACTORS OF PRODUCTION 

LAND 


Land alone is not ‘ land' ! 

1. Meaning. Economics is a science of everyday life. It has 
to use words of everyday language. But it gives them a special 
meaning of its own, sometimes narrow and at other times wide. The 
term ‘value’, for example, has been given a narrow meaning and 
‘land’ a very wide one. 

In Economics, the word ‘land’ is used not merely in the sense 
ofthesoilor surface of the earth as is ordinarily Understood It 
stands for all nature, living and lifeless. It includes nil natural re¬ 
sources that we can get free from air, water and land. It covers the 
land surface, whether level or mountainous. It includes ocean lakes 
and rivers, mineral deposits, rainfall, water-power, fisheries forests 
and numerous other things which nature provides and man uses The 

term land thus embraces all that nature has created on the earth 
above the earth, and below the earth. carrn, 

2 . Importance of Land. Land as a factor of production « 

of immense importance. As has already been pointed oSt oven-thin* 

that we use can be traced u timatclv to land T and 

called the original source of all material weal th 7 r ' gh “ y 

The economic prosperity of a country is closely linked wifi, th„ 
richness of her natural resources. Generally SDeakiL £ * 1 V 

say that a country is what nature has mad/it P Tf ;5’ ^ ui tr ?° to 
country, rich in natural nsZXZytLJn ZVt * 

owing to some-unfavourable factors But if ^ S i 9 '' I , n<ha) 

~'* "ft 

wiuntty depends en ihc'nituro oUhe^od^cVim 1 T lth in - 

of rich coal-mines, or waterfalls frnm „ v,- v, depend on the presence 

rated. LocalisatioiTof hndimtry depends'on the n t^ T ? ^ 

and raw materials, and they are largely determliS? i mity * ° f P ° Wer 
presence of cheap and efficient ™ ,ned nature. The 

tinned by the topography of a country P ° rt '*> >«gely condi- 

try—^etneral^influcnMd W*natu°~~i a ^ CU ^ Ure ' trado “ d 
mists caU ‘land\ Land or rcsources which the econo- 

moulding the life, occupation and ZlJZ d "offtef t* c'^f 
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3. Peculiarities of Land. Land as a factor of production is 
very peculiar. It possesses some important features which distinguish 
it from other factors. They are :— 

(t) Land is a free gift of nature. It is not a ‘produced’ or man¬ 
made agent. It follows, therefore, that we have to accept it as it is. 
No doubt man tries to improve and modify nature. But he cannot 
•completely master her. A poor soil and a bad climate are great 
handicaps in the way of industrial and trade prosperity. 

(*t) Land is permanent. It is not easy to destroy it. All other 
factors are destructible, but land cannot be completely destroyed. 
Even the havoc wrought by an atom bomb can be cured and natural 
powers restored after some time. 

(Hi) Land is limited in area. Efforts have been made to reclaim 
land from the sea, and thus add to the total land surface. Yet these 
efforts have produced only negligible results as compared with the 
total area already in existence. Some land in Holland has been re¬ 
claimed from the sea, but it is after all a small percentage of the total 
land surface of the world. 

(iv) Land lacks mobility. Land cannot be moved bodily from 
one place to another. It lacks geographical mobility. But it can 
be put to many alternative uses and is thus mobile from a different 
point of view. 

(v) Land is of infinite variety. Land is not man-made. Nature 
has so made it that different pieces present infinite variations. None 
can say where the sandy soil ends and the clay begins. One type 
shades into the other. Such minute variations are not found in any 
other factor. Besides, the situation of different pieces of land also 


varies. 

4. Why Qualities of Land Differ ? These are several rea¬ 
sons which account for differences in the qualities of land. 

(а) Differences in Fertility. Some lands are too sandy and 
some too rocky ; some are dry while others receive ample ramfaU. 
Some have a good climate while others cannot support . human J» fe - 
The constituents of the soil also vary. All such things make a 

difference in the quality of the land. 

(б) Differences in Location. A piece of land situated near a 
market is more convenient than one away from it. Situation is an 
important differentiating factor. A favourable situation may make 
* less fertile piece of land equal in value to one which is more 

but has a bad situation. 

5 Factors Affecting Productivity of Land. We have 

discussed Love why different pieces of land differ in ™ 

same causes also affect the productivity of land. Productivity 

depends on the following factors : 

(a) The Natural Factor. Natural factors like the soil, cll ™ at ®' 
rainfall topography and nature of the coast-line determine w 
LTd producer much or little. A sandy soil a.Ki dry cl,mate a r e sure 
to make it unproductive. On the other hand, an alluvial soil, a g 
climate, and timely rainfall are conducive to rich crops. 
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(b) The Human Factor. Man does not easily surrender to nature. 
If nature is unkind, he fights her and improves upon her. For ins¬ 
tance, if rainfall is scanty, he can bring canal water. If soil is poor 
and deficient in certain properties, it can be improved by the addi¬ 
tion of chemical manures. In fact, man plays an important part in 
remedying the deficiencies of nature. 

(c) The Situation Factor. The situation of land is of great im¬ 
portance. Fertile lands, situated in a remote corner of the country, 
away from the market, may bo left uncultivated. The cost of 
transporting their produce may be prohibitive. Such land cannot 
compare with those pieces of land which, though not so rich, are near 
the market. 

6. Extensive and Intensive Cultivation. It is necessary 
•to understand the distinction between extensive and intensive culti¬ 
vation. Intensive cultivation implies constant cropping from the same 
area. If more and more capital and labour are applied to the same 
piece of land, the system of cultivation is known as Intensive. 
■Greater application of labour and capital involves the use of artificial 
irrigation, deeper ploughing, sowing of improved seeds, use of arti¬ 
ficial manures and of modern implements and machinery. In such 
cases, land yields more per acre. By cultivating it more intensively, 
the farmer tries to take the utmost out of his land. This method is 
followed in those countries where land area relatively to population is 
•small. 

Extensive Cultivation , on the other hand, implies wasteful use of 
•land. Here the farmer can have as much land as he can manage. 
The methods of cultivation are primitive and unscientific. Tho yield 
per acre is comparatively low, but taken in relation to the capital 
•and labour employed, it is large. Virgin lands yield good crops even 
though much work is not done on them. When they are exhausted, 
more lands are available. Here seeds are just sown and crops har¬ 
vested when ripe. Such methods were followed in new countries like 
U.S.A. and Canada a hundred years back. 

7. Does Extensive Cultivation Mean Large-Scale Farm¬ 
ing and Intensive Cultivation Small-Scale Farming ? Not 

necessarily. It might seem that as the farmer has a large area at 

his disposal in extensive cultivation, cultivation must be on a large 

scale. In the same way, intensive cultivation seems to imply a small 

farm. The farmer is supposed to be trying to got the utmost out of 

a small piece of land by applying more and more labour and capital to 
the same piece of land. 


But this may not be so. The difference between extensive and 
intensive cultivation is one of method rather than of the size of the farm 
In advanced countries like Canada, the U.S.A. and Australia, and 
■even in Russia where land is nationalised, tho farms are very bier 

" exte ? dm g over miles - But tho methods of cultivation 
La J?° a “ ounts of capital are invested in the land. 

fuUv P r Ug M ed by tractors ! the seed is most care- 

; m ^ on facilities are ample ; and manuring is heavy. 

itSle 13 ° amed 0n * a Scientific manner ' Xt is > in short. 
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In countries like India, however, the holdings are very small, 
hut cropping is very poor. Our method of cultivation is extensive. 
This is one of the important causes of our economic backwardness. 
After the attainment of independence, and specially since we started 
the process of Five-Year Plans in 1950-51, intensive cultivation has 
been given utmost importance. It is going to assume greater and 
greater importance still because we want to increase our agricultural 
production to achieve self-sufficiency in both food for our people and 
raw materials for our industries. 


WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

The Meaning of ‘Land’. ‘Land’ does not moan merely soil. It covers 
all natural resources—on tho earth, above the earth, and below the earth. 

mportance of Land as a Factor of Production : 

(1) It is the original source of all material wealth. 

(2) Economic prosperity of a country deponds on natural resources. 

(3) The quality and quantity of agricultural production depend on it. 

(4) Industrial development is conditioned by it. 

(">) Localisation of industries is determined by it. 

(G) Development of means of transport is influenced by it. 
Peculiarities of Land : 

(1) It is a freo gift of nature. 

(2) It is permanent. 

(3) It is limited. 

(4) It lacks mobility. 

(5) It is of infinite variations. 

Why Land Differs in Quality ? Fertility and situation account for the 
differences in the quality of land. 

Factors Affecting Productivity of Land : 


(1) Natural or inherent qualities. 

(2) Human factor—irrigation, manuring, etc, 

(3) Situation in relation to markets. 

Extensive and Intensive Cultivation. When land is wostefully usod, 
it is called extensive cultivation. It scorns that in this caso a farmer has more 
land than ho can manage. Intensive cultivation implies sciontiGc CU, ; IV ““ I ® * 
There is systematic rotation of crops, careful selection of soods, J-hor fc 
tilling, heavy manuring, amplo irrigation facilities and use of modom p 


merits. . 

Extensive cultivation does not necessarily imply large-scale 'Y 

intensive cultivation small-scale farming. Tho diffemnco botwoe^ie^wo is the 
difference of tho method of cultivation rather than of tho scale of f g 


CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. Define land and discuss its importance as a factor of production. What 

are the factors that affect the productivity of land 1 Vre-Univ. 1961 > 

[See. Secs. 1, 2 and 5.] v ‘ 

2. A ••country is irhat nature has made it.” Discuss. 

[See See. 2. Tho prosperity of a country, howover does 

on natural resources alone. Other factors must , guffl. 

Men should bo diligent, intelligent and rosou . rcefu j n f,^ h J r a c hoiccst 
cient amount of capital. Nature has bestowed ? n / n ;J , a a . h ^ r c 2 1 0, ^d 
gifts and yot India is poor. Tins is duo to the fact that 

political factors aro not favourable.] 

3. Explain the meaning of the word ‘Land' in Economics and 

peculiarities at a factor of production, [Sc® b®c. 3.J l • 
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land. 


4. Define -Land'. Explain the factors which affect the productivity of 

[See Secs. 1 and 5.] (Delhi H.S. lOoh) 


5. Distinguish between Intensive and Extensive Cultivation. Does exten¬ 
sive ctdtivation necessarily mean large-scale farming ? Give reasons. 

[See Secs. 6 and 7.] (U.P. Board 1956 ; P.U. 1 re-Unw. 1962 ) 


6. Describe carefully the term ‘Extensive' and 'Intensive' cultivation. 7 o 
what extent is the latter process of cultivation being carried on in India . What 
are the chief difficulties to be met within its adoption in India ? (U.P. 1J2J) 

[See Sec. 6. In India there is very little intensive cultivation. This 
is duo to lack of capital and to ignorance of modern agricultura 


technique.] 


7. Fill in the blanks by using one of the words in brackets — 

Land is . (limited, unlimited ) by nature. 

(P.U. Pre-Univ. 1961 Suppl.) 

The supply of land is perfectly . (limited, unlimited) 




CHAPTER IX 


FACTORS OF PRODUCTION ( Contd .) 

LABOUR 

Labour of love is not Labour' ! 

1. Meaning. “My work begins when others play,’’ says the 
Drill-master. What he says is true. What is play for others is a 
source of income for him. If we take exercise for the sake of health, 
a mother rears up her ohild, a father teaches his own son, or if a 
man plants flowers for his pleasure—these are not considered ‘labour’ 
in Economics. Why ? They are not undertaken to earn a money 
reward. Doing one’s own work or labour of love, however hard 
it may be, is not labour in the economic sense. Unless work is done 
for some consideration , i.e., payment in cash or kind, it cannot be called 
labour. 

In ordinary language, by ‘labour’ we mean the work done by 
coolies—hard manual labour, generally unskilled. But in Economics, 
the term ‘labour’ has a wider meaning. It does not merely mean 
manual labour. It includes mental work too. It thus embraces the 
work of labourers, engineers, clerks, typists, managers, policemen 
and other government officials, teachers, lawyers, domestic servants, 
etc. All type of work comes under labour in Economics provided it 

is done for money. 

Labour may thus be defined as “any exertion of mind or 
body undergone partly or wholly with a view to earning 
some good other than the pleasure derived directly from the 

work.” —( Marshall ) 

2. Productive and Unproductive Labour. For a long time 
there was disagreement among the economists as to what type of 
labour was productive and what was unproductive. 

The Physiocrats, a school of economists who lived in France 

in the 18th century, considered that only agriculture was productive 

labour for only in agriculture real production took place. According 
1 A^arn Smith only that labour, which resulted m the production 
of some“hlg ta’nsibfe was productive. Thus he excluded the services 
ff Lwyers professors aud siugers from the category of productive 
Later however, the work of manufacturing goods was also 
labour. inductive Gradually it was recognised that the work 

transporting them also added 
of the trader in stoca b b d insuran ce work also 

to the value of* jommo.i.ty. Jfa «, uetiTe .. Now , U types 

came to be nc , 1 .“ d ;?“ n “ r r k U ‘p „ ( . n of professions like medicine, law 
° f J? rk ’u?n!r U as well as the work of domestic students is regarded as 
product ivc!^ Mother wmrds, all labour ,n <Ae economic sense is pro- 

ductive. 
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The term ‘unproductive labour’ is now applied to wasted labour 
or misdirected labour, or labour which has failed to achieve its 
purpose. Even in such cases some economists say that the labour is 
productive, for when it was applied the intention was productive. It 
was only known afterwards that it produced nothing. Even mis¬ 
directed labour is productive from the point of view of the labourer 
as he gets payment for it; it is unproductive from the point of view 
of society only. 

• 3. Peculiarities of Labour. In the past, labour was con¬ 
sidered an ordinary commodity to be bought and sold like others in 
the market. It was not recognized that labour was not only a means 
to an end but was an end itself. Now this difference, which distin¬ 
guishes labour from other goods, is kept well in the forefront. Let 
us see the peculiarities which make labour different from other 
commodities : 

(1) Labour is inseparable from the labourer. A labourer’s work 
has to be delivered in person. A farmer cannot stay at home and 
let his ‘labour’ work in tho fields. A doctor has to attend to his 
patients in person. If, however, labour takes some form, as a 
professor’s thoughts take the form of a book, it does not remain 
labour any more. The book which is the result of labour is not labour 
itself; it is a material good and can go anywhere. 

(2) The labourer sells his services and not himself. Whatever 
has been spent on a labourer’s training cannot be withdrawn by 
selling his labour. That might have been possible when slave trade 
used to flourish. But those days are long past. Now investment in 
the labour becomes a part and parcel of him. 

(3) Labour is more perishable than any other commodity. If 
time flies, labour flies with it. A day lost without work means a 
day’s work gone for ever. That is why workers are compelled to 
accept oven low wages rather than earn nothing. 

(4) Labourers have not the same power of bargaining as their 

employers. This is because labour cannot bo stored up, and labourers 
are poor and ignorant. That is why, although a strike is a weapon 
used against the master, yet it hurts labour too. The development 
of strong trade unions in most industrial countries has helped tho 
individual labourer, and in some cases turned the tables on the 
master. When labourers learn to deal with employers as a body and 
not as individuals, they are no longer so weak. Collective bargain¬ 
ing removes the weakness of labour in this respect. ° 

(5) A labourer differs from a machine in that he has feelings 

and Itktngs. He works best when he is happy and puts his heart in 
the work. Rest, leisure, healthy surroundings, recreation and 
above all, a fair treatment from officers add to his efficiency He 
feels encouraged to do his best. ’ 

mi . Lab ° UT is ™uch less mobile than capital and other goods. 
This follows from what has been said above, viz., that a labourer is 

not a machine. He does not want to leave his hearth and home and 
his kith and kin. 

T ~-SH Ply ^ k* 0 ?: ” almo8t ind ep™dent of its demand and 
cannot bo easily and quickly increased or decreased. Labourers 
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cannot be ‘made to order’ as other goods. If they are surplus, their 
numbers can be reduced only by a painful process of starvation or 
emigration. If there is a sudden increase in demand for labour as 
during a war, wages will rise but supply of labour cannot be appreci¬ 
ably increased. 

(8) It is not easy to calculate the cost of ‘production of labourers. 
Here again labour is a peculiar ‘commodity’. How can the cost of 
bringing up children be calculated ? 

(9) Labourers differ in efficiency. Unlike tools and machines, 
they are not exactly interchangeable. Hence wages may differ from 
man to man. 

We now turn to the problem of the growth of labour. 

4. Malthusian Theory of Population. The labour strength 
of a country depends on both the quantity and the quality of labour. 
The quantity relates to the number of people in the country. The 
quality refers to their efficiency or their capacity to work. We shall 
now take up these two aspects of labour—the quantitative and the 
qualitative aspects. First the quantitative aspect, t.e., numbers. 

The quantitative aspect of labour relates to the growth of 
population. The best known theory of population is the Malthusian 
Theory. Thomas Robert Malthus propounded his theory in his 
Essay on Population in 1798. He modified it later, bub retained the 
essential features. 


Malthus wrote that population increased in geometrical pro¬ 
gression, e.g.y 2 1 , 2 2 , 2 3 , 2*. 2 5 ,...(t.e., 2, 4, 8, 16, 32). But food supply 
increased in arithmetical progression, e.g. t 2, 4, 6, 8, 10, 12,...(the 
series having the same difference). As a consequence food must run 
short in relation to population, or population outstrips the food 

supply. 

Later on, Malthus dropped the mathematical part of the theory 
as it could not be proved. He had used the phrases ‘geometrical 

progression’ and‘arithmetical progression’ simply to emphasise his 

point. 

Briefly the Malthusian theory may bo thus summed up 
Power of procreation is inherent in human beings, as in plants 
and animals. Given free play, this power must lead to rapid increase 
in numbers. Multiplication is the law of nature. Population, there- 
fore must increase by leaps and bounds. This is natural. 

’ But the production of food, being subject to the law of dimi¬ 
nishing returns, does not increase so rapidly. Thus food suppl> g 

behl11 When lation increascs rapidly but food supply °o ] y slow¬ 

ly, the inference is clear that population outstrips the food supply 
When food supply runs short, people must starve and be p 0 

into misery. 

In order to save themselves from impending misery, Malthus 
said, the people most use preventive checks l-ke self-ro ramt a^ 
late marriage. If preventive checks are not exercised, positive checks 
like disease! war and famine would come into operation. In this 
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way, the numbers would be cut down to the limits justified by the 
supply of food available. 

To sum up : Population has a tendency to increase very fast, 
but the food supply cannot increase so fast. Hence food supply is 
left far behind. The country suffers from over-population. Unless 
preventive checks are applied, positive checks will operate. 

5. Criticism of the Malthusian Theory. Malthus’s theory 
raised a storm of controversy. The critics attacked it on the follow¬ 
ing grounds :— 

(t) It is not mathematically accurate. Malthus replied that 
the mathematical part was not an essential part of his theory. He 
had used it only to give his point a proper emphasis. 

(it) The theory is based on the law of diminishing returns as 
it operates in agriculture. But it is pointed out that this law can 
be counteracted by the application of scientific methods of cultiva¬ 
tion. The progress in agriculture so far has falsified the fears of 
Malthus. But are we sure that progress of science will keep pace 
with the increase in population ? Will not science be defeated in 
the end ? No amount of agricultural progress can feed a people if 
their growth is not checked. 


(tit) The theory has not been borne out by actual facts. Mal¬ 
thus could not foresee the development in the future. People in 
advanced countries use contraceptives to such an extent that popu¬ 
lation has almost come to a standstill. France is a classic example 
of this. Besides, population has not increased at the rate suggest¬ 
ed by Malthus. Both birth and death-rates have gone down in ad¬ 
vanced countries. The survival rate (difference between birth-rate 
and death-rate) is much less now. During the last centurv, the 
decennial increase of population in England went down from 15% to 

5 %* 


. Fe 2V} e n .°' v attach greater importance to their standard of 
living. They either postpone marriage or do not marry at all un¬ 
less they are sure of maintaining a standard of living to which they 
have become accustomed. When married they try to keep the size 
of the family within reasonable limits. 


There is now a higher level of economic prosperity. Food is 
more abundant and varied than it ever was. Malthus’s gloomy 
forecasts have not proved true. People have better health and 
physique in Western countries than ever before. 

(j*0 Wealth and prosperity check population indirectly It is 
pointed out that fewer children are born in rich families than in the 
poor ones This statement lacks a scientific proof, though statistics 

show that there is such a tendency. 1CS 

(y) Malthus was wrong in emphasising that food self-sufficienrv 
must be an essential feature of the economy of every countrv A 

zrY 31 * ass 

England^royides'an P ° pUlati °"- 
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There is no doubt that Malthus was unduly pessimistic. People 
in the West have escaped the disaster which he'foretold. His fears 
have been falsified by improvements in the methods of agriculture, 
trade and industry, by family planning and by social reform in ad¬ 
vanced countries. 


But what about backward countries like India and China ? 
Their teeming millions are sunk deep in appalling poverty. No 
preventive checks are exercised. Hence positive checks like famine, 
war and disease are operating freely. Can we doubt, then, that what 
Malthus said applies to such countries ? In India, the production of 
food has not kept pace with increase in population. The country is 
suffering from the worst effects of over-population, famine, disease, 
abject poverty, internal conflict, etc. The Malthusian Theory 
undoubtedly applies to India. 


Further, his theory may not be applicable to a particular 
country. It tends to apply to the world as a whole. One country 
may be able to save itself by importing food or by adopting other 
devices. But the population of the world as a whole must outstrip 
its food supply. If that were not so. Western countries and British 
Dominions would not keep out the Asiatics. What is the significance 
of the treatment meted out to Indians in South Africa ? The white 
man is anxious to raise barriers against the overflowing people of 
Asia so that he may be able to maintain his standard of living. 


0. Modern Theory of Population. The modern theory of 
population is •known as the Optimum Theory. The Malthusian 
Theory fixed' its attention on the maximum population that a 
country could maintain. If that maximum was exceeded, misery 
was in store for that country. According to the optimum theory, 
there is no such maximum. If the country develops its resources, 
it can increase its population correspondingly. 


The ontimum theory says that if we take into consideration 
the total resources actually developed in a country at the moment, 
there is a certain size of population which best suits it. It is the 
ideal number. The country can maintain this number in the best 
condition This is known as optimum population. If the population 
•roes beyond this optimum number, there is over-population, for the 
available resources are then thinly distributed over too many persons^ 
Incase the actual population is less than the optimum, there is 
under-population. This means that the number of people is not 
enough to work the available resources to the best advantage. In 
botlUhese cases, viz., of over-population, and under-population, the 
le 'dpUa income is less than it can be. At the opt,mum the per 
capiZ in come is the highest possible. “The opt.mum popu ateon 
rofrhecl when with the available amounts of other factors (which 
themselves are of course subject to variations as well), the max,mum 
product per head is attained.”-(Si/c<rman). 

We can represent the -optimum population' with the help 
of a diagram. A country’s resources may have various level. 
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development. These may be poorly developed. Symbolically, the 

level of development may be a, b, c, d . (i.c., highly developed, 

less developed, and so on 
in the descending order). 

Let us suppose we are at 
level d. Represent popula¬ 
tion along X-axis, and the 
per capita income on the 
Y-axis. OM population gives 
us the highest per capita 
income PM, with d level of 
development. Population 
less than OM is under- 
population ; and more than 
OM is over-population. In 
both these cases, per capita POPULATION 

income will be less than PM. 

The optimum population is relative to resources. It Is not 
rigidly fixed in number. Today we say India is over-populated. 
But if we develop our resources to the fullest extent and increase 
our national wealth, India will cease to be over-populated. This is 
the same thing as going from one lower level of development to an 
upper level. At the upper level, we can naturally support more 
people at a higher per capita income. Thus even a small population 
may be over-population if the resources available are indequate ; and 
even a large population may not be considered over-population if 
adequate resources are available. In short, the optimum theory relates 
population to the resources and does not speak of population in 
absolute terms independently of a country’s resources as Malthus did. 

7. Efficiency of Labour. We have said that while esti¬ 
mating the labour strength of a country both the number of the 
people and their efficiency have to be considered. We have already 
discussed the quantitative aspect of the theory of population. Now 
we shall consider the problem of labour efficiency. 

The English, American and the Japanese labour is considered 

to be much more efficient than the Indian labour. What is the 
reason ? 

The efficiency of a worker depends on two sets of factors : 
Those which affect (a) his Power to Work ; ( b) his Will to Work. 
The labour’s capacity of POWER TO WORK depends on the 
tollowmg factors 



(») Inherent qualities of the racial stock. The Jats of the Jullun- 
ur Divisioniin the Punjab are more efficient farmers than Meos 

ol Uurgaon district or Rajputs of Kangra district. A man inherits 

some qualities from the racial stock to which he belongs. Some races 
are known to be hardier than others. 


These qualities are beyond an individual’s control and are 
largely the outcome of climate and natural environments. The 
inhabitants of temperate and cold regions are more efficient than 

the , tro P 1 . cs and sub-tropics. Hot climate has a weakening 
influence and makes sustained labour difficult. 
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(**) Acquired Qualities. There are, however, certain attributes 
which a worker acquires by education , general and technical. Among 
these attributes may be mentioned honesty, intelligence, persever¬ 
ance, judgment, health and strength of the body, resourcefulness, 
sense of responsibility, etc. Efficiency of labour depends also on 
these qualities. An honest, intelligent and hardworking person 
will undoubtedly be more efficient in his work than one who lacks 
these qualities. 

(i*’i) Earnings. If a worker is getting a good wage, he will be 
able to provide himself with good food and other necessaries of life. 
It will add to his health, strength and power of endurance, and he 
will undoubtedly become a better worker. “The economy of high 
wages” is well known. “Low wages are dear wages.” Fair and 
prompt payment is a great incentive to the worker. It encourages 
him to do his best. 

(tv) Factory Environment and Equipment. If the factory is 
neat and well-ventilated and the surroundings are sanitary and 
attractive, the workers will be able to put in better work. Similarly, 
if the machinery is modern and up-to-date, if the raw materials are 
of good quality, if the manager is competent and can effectively 
marshal his labour force, the output of labour will increase. 

(v) Hours of Work. It has been proved that long hours mean 
low. efficiency. The worker is overcome by fatigue. He works 
leisurely and half-heartedly which means lower efficiency. If the 
working day is of a reasonable length, and there are proper rest 
pauses, the worker will be able to put in his best. 

(vt) Labour Organisation. Proper organisation of labour inside 
the factory will improve labour efficiency. A good trade union can 
also improve labour efficiency through its fraternal functions. 

The worker’s WILL TO WORK is strengthened by his ambi¬ 
tion to rise, his desire to make the most of an opportunity, the 
inducement of efficiency bonuses or profit-sharing schemes and his 
sense of duty. All these factors add to the worker’s zeal. The more 
earnest he is, the greater is his productivity. 

Efficiency of Indian Labour. It is said that Indian labour 
is less productive. This is true. Indian labour has been compar¬ 
ed with Japanese, British or American labour and found wanting. 
There are several factors responsible for comparative inefficiency ot 


Indian labour. _ , 

But the fault is not of the labour alone. Production is a 
cooperative effort. Unless all the factors of production are sat.sfac- 
torv production will not be up to the mark. The Indian labol,r l J 
no doubt less efficient ; but it is not due to any inherent deficiencies 
of his own. The sub-tropieal climate weakens him physically. Ex¬ 
tremes of heat and cold render factory work a great ordeal Hi 
wage is extremely low and is hardly enough to keep Ins bod. an 
ecu] together. Besides labour is not properly organ sod. It is caste 
ridden and migratory. They are illiterate and lack tech,nicaltra, n- 
ing. The factory conditions are very depressing and foreig 
his natural tastes and temperament. He is supplied with wee» • 

rate machinery and equipment. The supply of raw materials is also 
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unsatisfactory. Even the managers are not very competent. He is 
condemned to long hours of work. Conditions being as they are, it 
is really surprising that ho is able to do even as much work as ho is 
doing. Efficiency of Indian labour can be improved by removing 
these defects. 

8. Advantages of Efficient Labour. Several advantages 
arise from efficiency of labour. Efficient labour benefits the indi¬ 
vidual worker himself, his employer, and the nation as a whole. 

The worker gains from his own efficiency. He wins the regard 
of his fellow-workers and the approval of his boss. He is also able 
to earn more and enjoy a higher standard of living. 

The factory owner stands to gain much from an efficient 
labourer. Such a labourer needs less supervision, docs not waste 
material, and he carefully handles his machine. The repair charges 
are thus reduced and the cost of production lowered. Efficient 
labour is more economical. 


The nation at large ultimately benefits from an efficient popu¬ 
lation. The national wealth increases. The level of skill, intelligence 
and physique improves. Above all, it adds to the competitive 
strength of the country’s industries. It is well-known that Japan’s 
industrial supremacy in the markets of the world was largely due to 
the efficiency of the Japanese labour. Efficient labour is a great 
national asset. The economic backwardness of India may be partly 
attributed to the lower efficiency of Indian labour. 


9. Mobility of Labour. Of all kinds of luggage man is said 
to be the most difficult to transport. With the exception of land, 
perhaps labour is the least mobile factor. Man finds one excuse or 
another for not leaving his native place. He clings to his hearth 
and home and is reluctant to leave his kith and kin. He is content 
with what he has and has no urge to venture abroad. Indian labour 
is particularly less mobile. This is due to his ignorance, conser¬ 
vatism, caste considerations and comparative lack of quick and cheap 
means ot communication and transport. 


Mobility of labour takes the following forms 

nn , Geo 9 ra phical MobilUy. This means moving from one town to 

Of tvnM °f e Sta u-ri° a il 0fchor ’ or frora one country to another. 
Of all types of mobility this is the most difficult. Man dreads a 

change as a child dreads the dark. He suffers from inertfa and likes 

^ips ay r a°the^ h th r a e , h f ‘ S ' “ pre P ared t0 P ut »P with known hard- 

and stran™ fac0 " nkno " r “ ones ' Vague fear attaches to new 

Differen“ g in P ^H^o„ n , to Uv ° amon 8 st °n°’« ki *h and kin. 

to dLtont n ' n a J! d lan guage-aU deter him from going 

to distant places. The Punjabi worker, especially the Sikh is com 

paratively more mobile. He is found in almost afl parts of the worid 

America, Canada. Australia, New Zealand, Afriea P aU taowVm 

r Pv 

serrica *and opens a'"business 
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lines. Moving on the same industrial plane is comparatively easy, 
because it does not entail any change in work. 

Vertical Mobility. This, on the other hand, means moving 
from a lower occupation to a higher occupation, e g., a mistri or a 
mechanic becomes a mechanical engineer, or a school teacher becomes 
a college professor. This type of mobility is not easy. It calls for 
an improvement in power to work and understand, and needs oppor¬ 
tunity and the means of using it. 

10. Importance of the Mobility of Labour. Mobility is 
of great advantage to the worker himself. Undoubtedly most of 
those who leave their village homes for distant industrial centres or 
foreign lands are able to improve their prospects. They raise them¬ 
selves up economically. By trying luck elsewhere one generally 
meets good luck. One rots by staying at home. Nothing can be 
achieved without showing an adventurous spirit. 

A mobile labour force is also advantageous from the point of 
view of the industrial structure. We find new industries establish¬ 
ing themselves and old ones expanding. Similarly, industries con¬ 
tract and decay. It is necessary that labour should move out of 
the latter into the former. It is through mobility of labour alone 
that supply of labour is adjusted to the demand for it. 

It may be noted that a growing population makes for mobility 
of labour. * The new generation can move into new industries. A 
country with a stationary population, however, will be seriously 
handicapped in this respect. 

Mobility of labour checks unemployment. Labour moves 
from places where it is not wanted to those where it is wanted. In 
fact, this is one of the functions of labour exchanges. 


WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

Meanine of Labour. It means “any exertion of mind or body under- 

gone partly or wholly with a view to some good other than the pleasure deriv 
directly from the work.” 


Classification of Labour s 

(1) Production of Labour. All labour is productive in the economic sense 
when undertaken for some consideration. 

(2) Unproductive Labour is that labour which has boon misdirected or 
wasted or which has failed in its purpose. 

The labour strength of a country depends on : 

(„, population, (6) labour efficiency. U.. both quantity and quahtj of 
labour. 

Theories of Population : . 

Malthusian Theory Population "X'nos^e^hec'li’iike'“waffanL 

. nni rlierked bv the use of preventive checks, positive cnecKu 

and disuse vvill operate to cut down the population to its proper size. 

Its criticism : 

(1) The mathematical part Is not correct. „ nrl .; nt , 

2 The theory is based on the law of diminishing returns whoso working 
has been checked by the application of science to agriculture. 

(3 ) It is not borne out by history. 

not increased at so alarming a rate. Stand xfJuhus have not proved 

physique are much higher. The gloomy predictions of Multnus 

true. 
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(4) Increase in wealth and a rise in the standard of living indirectly keep 
down population. 

(51 Malthus emphasized food production unduly. What really matters 
is the production of wealth rather than merely that a food. 

Conclusion. Although his theory docs not apply to tho West today, yet 
it is fully borne out by the conditions prevalent in some Eastern countries like 
India and China. The progress of science and increase in food supply will not 
always keep pace with tho increase of population. Tho theory may not apply 
to individual countries but it docs apply to tho world us a whole. 

Optimum Theory of Pojnilation, also called tho Modern Theory. Opti¬ 
mum means the bost. Optimum number is tho right, number considering tho 
developed resources of the country. Optimum thus is rolntivo to resources. 
Here per capita income is tho highest. 


Efficiency of Labour. It depends on Power to ]Vork and Will to Work. 
The following factors affect labour efficiency :— 

(k) Qualities of racial stock. 

(2) Qualities acquired by technical or general education. 

(3) Earnings. 

(4) Conditions of employment. 

(5) Hours of work. 

(G) Personal qualities like resourcefulness, honesty, oarnestnoss, eenso of 
duty, ambition, etc. 

Advantages of Efficient Labour : 

(l) Higher earnings for the worker. 

(2) Lower cost for tho producer. 

(3) More goods for the community. 

Mobility of Labour : Different types : 

(a) Geographical —from one place to anothor. 

(b) Occupational Mobility ; 

(i) Horizontal, i.e., betweon industries at tho saino level. 

(it) Vertical— from the lower to a higher occupation. 

Importance of Mobility : 


(а) Mobility brings economic advantages to the workers. 

(б) It adjusts the supply of labour to the demand for it 

(o) Labour is divided from the decaying , 0 the growing industries, 
(a) It checks unemployment. 


CAN YOU ANSWER THE FOLLOWING QUESTIONS NOW 

1. Define' Labour. Will the Wowing eome under Labour •_ 

1 MS ty ° ,mni ‘ I*>»«<■ M winning ,l * universi, 

(i>) A professor working in Ms garden on Sunday. 

!'* T ' ,efactor, J owner coking a round of his factory. 

( ) The poet Dante, painting a picture . 

(e) The work of a factory manager. 

(/) A doctor examining a patient. 

(?) Ft. Jawaharlal Nel.ru doing Shirsh annua. ,p „ 

. [For meaning of labour see Sec. 1.] 

consideration that hefa pract f istog n soh^ her th<m f ° r fonetar 

o it te his hobby and not a means of livelihood. 

Yes rt in his job : ho i, doing it for profit. 


(°) 

( 6 ) 

(c) 


/ j. .. --pront. 

W ZXZZfiS: *“d - .painter. 
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(/) Yes, lie is paid for it. 

(g) No it is his hobby. 

2. Will you regard the following as ‘labour' as understood in Economics ? 
(*) Washing of clothes by o housewife. 

(it) Washing of his own clothes by a washerman. (P.U. H.S. 1961) 

3. Distinguish between Productive and Unproductive Labour. Give two 

illustrations of each type. [See See. 2.] (C.U. 1931) 

4. What are the characteristics of labour which make it different from a 
commodity ? What is the importance of this distinction ? 

[See Sec. 3.] (Ajmer Inter Arts 1960) 

5. Explain briefly t/te Malthusian Theory of Population. Is this theory 
true nowadays ? 

[See Secs. 4. and 5.] (Delhi H.S. 1959 ; Ajmer Inter Arts 1960) 

Or 

Critically examine the Malthusian Theory of Population, 

[See Secs. 4 and 5.] (Delhi H.S. 1960 ; Delhi Prep. 1960) 

6. What is meant by over, under and optimum population ? In what 

way is the optimum theory of population an improvement on the Malthusian 
concept ? [See Sec. G] (Bombay 1953) 

Or 


Do you consider the Theory of Optimum Population to be superior to the 

Malthusian Theory of Population ? If so, why ? 

(Sardar Vallabh Bhai Vidyapeeth 1959) 

7. What are the factors on which the efficiency of labour depends ? How 

does improved efficiency of labour benefit the consumer, capitalist, and the nation 
as a wliolc ? [See Secs. 7 and 8] ( J. K. 195S ; P.U. I9t>7) 

8. On what does the efficiency of labour depend ft What can an employer 

do towards raising the efficiency of labour ? _ . „ 

(P.U. 1956 Suppl. ; Saugor 1952 ; Utkal Inter and Rajasthan Inter 1960) 

fSee Sec. 7. Tbo employer can raise efficiency by paying a bettor wago, 
installing modem and up-to-date machinery, by providing comfortable condi¬ 
tions in the factory, by proper organisation of labour, by providing general an 
technical education, by labour welfare activities, otc.J 

9. What do you understand by efficiency of labour ? Explain the factors 

... ■, rSpft Secs 7 and 8.1 (Pb.UniV. H.S. 19b 

which govern it. l 3ee oecs. / aim o.j \ . , . 

10. What factors determine the efficiency of a labour in a region ? Arellwre 

any inherent reasons for the relatively lower efficiency of Indian labour ™ 

to labour m developed countries ? What can tU Government do to promote efficiency 

of labour in an under-developed country like India • Amends 

Why 

!T3/ iTufni:rr o/ 

13. Distinguish between :— 

Positive checks and preventive'checks . # 

(b Horizontal mobility of labour and vertical mobility of labour. 

(c) Geographical mobility and occupational mobility of abour. 

14 Fill in the blanks by using one of the words given m brackets 

(i) The work of a mother knitting a pair of socks for 

(is considered, is not considered) cm labour. — ^ ^ comfl 

(ii) The work of a poet painting a P telure { p’y p^_ Unio , mi Suppl.) 

under labour. /mnnov real) wages. 

(Hi) Efficiency of labour depends on . fa s mi) 





CHAPTER X 


FACTORS OF PRODUCTION ( Contd .) 

DIVISION OF LABOUR 

Splitting to combine 

1. Introduction. Production is more than ever a co-opera¬ 
tive effort today. Thousands of people co-operate in the production 
of the paper on which you are writing, or the book you are reading 
There are thousands of workers at the raw material stage, more 
thousands busy in manufacturing and distribution. They all’work 
towards a common end. But this co-operation is not ‘haphazard. 
It is an organised co-operation without unnecessary duplication. An 
outstanding feature of this co-operation is division of labour. 

2. Meaning of Division of Labour. When many people 
combine to produce an article, the work is so arranged that the 
making of the article is split up into a number of processes. Each 
process is then assigned to a separate set of people. This spccializa- 

us see how n fl m h ECOn ° miC j Divt / ion . °f Labour - Tor example, let 
us see how a chair is made m a furniture factory. One group is 

le l S ' ano ! he i‘ “{making backs, another seats and 
still another joining them and finally there is a group of workers 

illustrates thLwSlTth ThiS di J is ? on of a Iabour - Adam Smith 
illustrates this with the example of pm-making which in his time was 

split up into as many as eighteen distinct processes 

labour. Ten men lift a huge log of wood y*"’ ,ple **“ , °? °f 

much weight did each one lift 8 § d ' ^ cannot tel] how 

Complex division of labour, on the other hand is one in • i 
each worker or each group of workers is doing a dktincUv sen' * 

making of cloth°"^ ^ ^ Spin ™e ^ other weav^Tn Te 

aSiriSkt £**£*2 

We^distinguish the following 

Manudivided Hindutodety^tffout^ tr ^ de f at l d occupations . 
Vaishyas andSudras But trado* G UpS x- -^ rabmin s, Kshatriyas 
we have carpenters m Y ltipIied ’ «d now 
doctors, etc. At uV®”’ teacher *, 

weaver goes through all the process " hole thin S- The 

The carpenter makes a complete chair lnd^o^^^ pr ° duces cloth - 
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(it) Next stage is specialisation by tasks. The making of an 
article is split up into a few simple operations and each operation is 
performed by a separate set of people. It is also known as special¬ 
isation by process. For example, making of cloth is divided into 
processes of;spinning, sizing, weaving, bleaching and finishing. This 
is division of labour proper. 

(Hi) Specialisation by incomplete process. In this form of divi¬ 
sion of labour, each process is split up into a number of sub-pro- 
cesses. Pin-making in a modern factory is divided not only into 
eighteen processes as Adam Smith said but into many more. There 
are numerous stages in spinning, in weaving, and so on. Division of 
labour in modern times has become much more minute and complex. 
It has increased the interdependence of one person on another in our 


society. 

( iv) Territorial or geographical division of labour. This means 
that certain localities, districts, towns or areas specialise in produ¬ 
cing a particular commodity. They become specially famous for this, 
so "that they receive orders from distant places, t.g., Ludhiana 
(Punjab) has specialised in the making of hosiery goods, Aligarh 
(U.P.) in locks, Bengal in jute, and so on. 

5 Economic Eflfects of Division of Labour. Division of 
labour ' has had far-reaching effects in the economic world. It has 
nroduced results both good and bad. On the one hand, it has be¬ 
come possible to produce much large quantity of g 00 ^ at much 
less cost • and on the other, there is mass production of standardised 
ioods which ignores individual tastes. Production has become more 
capitalistic or round-about. The number of occupations has increase^ 

The labourer has now to learn only a part of the job, which make 

things easy for him. But his work has become monotonous, and 

the society has not been able to solve satisfactorily. 

Good and bad effects of division of labour can be seen in the 
merits and demrits of the system and these are discussed below. 

A Merits of Division of Labour. Economists are very 

the b i 

fitted. There will be no round pegs in q ine a n interchange of 

a " d3he 

ploughing the field. You can guess t o r^ 

When^n 

duces better results in less time. 


DIVISION OF LABOUR 


111 


(3) Heavy work taken over by machinery. Division of labour 
makes it possible for heavy work to be passed to machinery. Only 
light work is done by men so that there is less strain on their 
muscles. 

(4) Less training required. As the worker has to do only a part 
of the job, he need learn only that much. Long and costly training 
is rendered unnecessary. The shortening of the period of training 
for a worker is a great gain. 

Besides these benefits to labour, there are advantages to the 
industrial system and society as a whole from the introduction of 
division of labour. 

(5) Inventions. When a man is doing the same work over and 
over again, some new ideas are bound to occur. This leads to many 
inventions. These invention* make for economic progress. 

( 6 ) Introduction of machinery. By division of labour, the work 
is reduced to a few simple movements. Sooner or later, some 
machmery is brought in to take over these mechanical movements. 

Cheaper things. On account of mass production made 
possible by division of labour and the use of machinery, cheaper 
things are turned out. Even poor persona can buy them. This is 
beneficial to society. Standard of living improves. 

(8) Economy in the use of tools. It is not necessary to provide 

each worker with a complete set of tools. He needs a few toils onlv 

r the job he has to do. These tools are kept continuously employed 
This is very economical. J i j • 

(9) Saving in tune. The worker has no longer to move from 
one process to another He is employed on the same process He 

“siss-fir* ‘A,.™; 

over and over again with- 
monotonous . 8 f Z*™* and 

be ejected to take any interest. The quality sX°‘ 

the making of an arMde ZfnT' Si ™ “any men contribute to 

creative instinct is not satisfied that haS made His 

no pleasure, sini no worker' cau dal ^ n ° ? ride “d 
creation. 01111 claim tho product as his own 

stead ofmakmg^thf Whdt artidT in . technieal ^iU. In¬ 
repeat a few simple movements m skTlWith 13 i ust to 

once made the artistic products gradually die h ? h *£? artisan 

Sr * -*»■ 
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(4 \^)hecks mobility. The worker is doing only a part of the 
job. He knows only that much, and no more. It may not be easy 
for him to find exactly the same job elsewhere, if he desires a change. 
In this way, the worker loses mobility. 

(5) Risk of unemployment. If the worker is dismissed from 
one faetbrr, he may have to search far and wide before he secures a 
job in which he has specialised. He may be making only legs of a 
chair. It is doubtful, if he can get the same job. On the other 
hand, if he knew how to make the complete chair, his chance of 
getting a job elsewhere would be brighter. 

v(G) Checks development of personality. If a man has been 
making an eighteenth part of a pin, he becomes eighteenth part of a 
man. A man grows in body and mind to the extent that his faculties 
are exercised in his job. A narrow sphere of work must check 
proper physical and mental development of the worker. His outlook 
is cramped and initiative killed, and he is reduced to the level of a 

machine. _ . . .. 

(7) Loss of sense of responsibility, hione can be held responsi¬ 
ble for bad production because none makes the complete article. 
When the result is bad, everybody tries to shift tho responsibility to 
somebody else. This seriously hampers proper administration. 

Besides proving detrimental to the worker, the system of 
division of labour has produced many social evils. 

(8) Evils of factory system. Division of labour gives rise to the 

factory system which is full of evils. It spoils the beauty of the place 
all around, leads to the exploitation of women and children and remote 
the personal factor in production and management. Industry has 

become de-humanised. . . 

(9) Problem of distribution. When there is no division of labour 
a worker makes the whole article independently. He gets its value 
‘and thero is no trouble. But under division of labour, many persons 
contribute to the production of an article. They must receivc 

share of the product and it is not -^V^^rTt'l.as'dvd^the 
the problem of distribution is made difficult. It has ™ 

community into two warring n: ^ and 

gap between the master and the man is daily yru b 

“ nbri (!of , C epe,ulenc. The dependence ojone 

^‘^^'t^nonahenr is no *£*$*$£ 

and providing more leisure to the woAer^ » » ^potion 

nor is it desirable to get rid of this system.^ ^ force and b 

more efficient by making an effecti cheap goods and 

economising capital. There is a ‘"8" and enable to to live a 
services which satisfy thewants of man and en nndoubted ly 
fuller life. The credit side of division of laoour 

heavier. 
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adjcld sZ'of cim-aZT’Z ° f hbour as ™ “ 

ment of a large number oSto „ £ VI™ th ° Cmpl °/- 
process can be assigned This results in i„ process or part of a 

pre-supposes a large demand and a wide mlrk^Ktmmodi^ 

can satisfy the'demand* Th e Je ^sTio^ a f villa S e . a single tailor 
But as he gains reputation hi ? pe for division of labour, 

bearing vlilagL ^ that’ea e T JIT™ ° r , d ? rs from the neigh: 
assistants. Now specialisation L? i? ^\ P ? y nm to have a few 
he will do the Bein 8 an c *P"t, 

the new ones may be civen piJ?? fclces can goon stitching and 
garments, and sewing ^ the bSr ? Bti “ like P™"i"f the 

Still greater division® on a bour w“ll b e intend the “ ar u ket expands, 

market, the greater the scone fo7 div.Vo r f The widcr ‘he 
>t is said : pe lor division of labour. This is why 

demand should be steady. A We hnt «« t u° essential that the 
scope of division of labour. A stable demand demand wiU limit the 
(4) Nature of Must™ W T * 6SSentiak 
S°tP°f ib !« to split up the work into distil d" 6 SUch thot ;t ia 

Here also the scope of division of lnh fcl P c t and separate processes 

such an industry* rossSt^’It I 1 ™"- . Agriculture ; 3 ' 
or division of labour. P ° U P production is essential 

C OTiclusion Thp j 

most countries. There « of fulfilment in 

m “ produce on a smaiiscale 
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and there are also large-scale industries. In the former, there is 
little scope for division of labour but in the latter complex division 
of labour will be found in operation. 


LOCALISATION OF INDUSTRY 


9. Meaning of Localisation. Localisation of industries is 
also called the geographical or territorial division of labour. This 
means that certain areas or towns come to specialise in the produc¬ 
tion of certain commodities. Some of them acquire a provincial 
reputation, while others come to be known throughout the country 
and oven in other parts of the world. Some Kashmir products have 
an international reputation. Mysore silk is known all over India and 
Sheffield cutlery has world-wide market. 

Among Indian industries which have become localised, may be 
mentioned the cotton mill industry in Bombay and Ahraedabad, the 
sugar industry in U.P. and Bihar, jute mill industry in Calcutta and 
the iron and steel industry at Tatanagar. These places have become 
famous for their products. This form of specialisation is called 
localisation or centralisation of industries. 


10. Causes of Localisation. There are several factors which 

are responsible for certain centres specialising in certain products. 

It is partly due to natural causes like climate, nature of the soil, 
presence of minerals and power resources. Then there are ; economic 
causes like the availability of labour and capita and proximity to 
markets. Sometimes political factors also assist localisation by ex¬ 
tending patronage and restricting outeide competition. 


Let us discuss these causes in detail : 

(tl Favourable climate. There are certain industries which 
require special type of climate, c.g., damp climate for spinning and 
weaving * The growth of certain herbs and the preparation of medi¬ 
cines and drugs from them need a temperate climate. The climate 
factor is a verv important one for determining the location of a 
industry. The damp climate of Bombay specially suits the cotton 

mill industry localised there. 

Hi) Nearness to raw materials. Proximity to raw materiafans 
an essential condition of localisation, if the raw mateml .s bulky 
A cement factory must be near the l.mestone roch 

steel industry must be located where ■ c ° These condi . 

abundant water are to be found in close proxirn >. 
tions are ideally fulfilled in Bihar and Bengal. 

(Hi) Nearness to source of power. 

necessary. The fall of canalI or^jty or coa l should be avail- 
level may bo used to generate ^ - ’_ , • Bengal and 

able nearby. 0ur ^^ Gujarat, the 

Poor in coal but rich in the sources of 

hydro ^electricity^ ^ ^ ^ Industries^vhich are based o^agricul- 
canning^ l^Tus't 'have Vast “afeaJ of fertile’land all around. It 
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will be impossible to establish such industries in areas which are 
and wastes. 

(v) A ear ness to market. If the market is near, the cost of 
transportation will be low. Many foreign concerns have been estab- 
1S led in India soras to come close to their consumers and save trans¬ 
port costs. This is the case in Indian match industr}’. 

r- AfiaiUibiUty of trained labour. Softie areas have traditions 

ol inherited skill. Adequate supplies of trained labour are available 
there. I he employers will experience no difficulty in securing an 
adequate supply of efficient labour. This is a great inducement to 
the capitalists to establish their factories there. 

Availability of capital. No buisness can be run and ex- 

S CC6SSfu y wlthout adequate credit facilities at reasonable 

eonrL*; f l banks and financial houses in a locality en¬ 

courages the establishment of trading and industrial concerns. ‘ 

, 0 ccV (W n MilCal patronage. Sometimes States give certain con- 

bounties DroS^f 8 °A ? ee Ia ^ d ’ advances of cheap money, subsidies, 
industrie/in 1 rpiI e ' dUtieS and g uarantees of purchases. This attracts 
behffid IL li e T* 3 - Many Indian industries have grown 

the former Indtn%°/ ^ Many mills Parted in 

their nders 1 attracted by the concessions granted by 

is at °L an e<lr J y Start ■ Someti “es no particular cause 

just happened L t ^ V*™* 7 in an area Tho industry 

sometime batk *it by . S ° f me en terprising businessman 

from this early start g ThI T di ° gbh from the momentum gained 
sent posit,o„ totis oauat h ° S ‘ ery induStry 0Wes itB P«" 

havingbeen a Sse5^ rS o!f4 e " Ce - W " notiee that industries 
though the original te , nd 10 P or3ist there oven 

appeared. Every new venture ln S the have d *s- 

that particular place AnvbodvVh h be [ d tends to gravitate to 

" iU “ to wtiltT? 

The following reasons may be given for this tendency 

abundant supply tfho^rv wo T ° ity T Wi11 a man such an 
working there serve as Tretow” “ “n LudWana - The factories 
labour is built up on which tk entmnT*’ & , aUpp 'y of skilled 
no small attraction. ™ entrants can ea sfiy draw. This is 

started^ AX^blnkffig fa\nft? e ^ s ?™ ral banks are 

great facility. Iq orde/to eninv tK; a ? b * , avaiIable - This is a 

drawn to that place. 17 tb faciht y> the industry is further 

become ) spfciaUs”d i anTTdanted I T n ^K ftranSp ° rtation ma ? have 

industry. For example the ne l eds of that particular 

the railway authorities. ’ This facilitv b f m ? de availa ble by 

of the industry. y attracts further concentration 
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(4) Subsidiary industries. Many subsidiary industries grow up 
in this place. The main industry draws valuable support from 
these. For example, in Ludhiana, bleaching, washing and dyeing 
industries have been developed. They assist the n.ain hosiery 
industry. 

(5) Industrial inertia. An industry tends to ren. lin where it 
is localised, unless positive drawbacks appear in that locality. It 
will even put up with small hardships and inconveniences. Man 
does not like to move out, if he can help it. 


(6) Other causes are : The reputation of the place helping in 
publicity, publication of technical journals, presence of training and 
research institutes and the existence of associations to safeguard the 
interests of the local industry, etc., are the other causes on account 
of which the industry clings to that place. 

12. Advantages of Localisation. There are several benefits 
which an industry derives from becoming localised in a certain place. 
In the above section, we have seen why an industry, having been 
localised in a certain place, tends to persist there. There are so 
many advantages of localisation. 


They may be summarised as follows : — 

(1) Labour gets trained. Dexterity and skill are handed down 
from one generation of labourers to the next. A large body of 
trained labour is built up. 

(2) A large market for a certain type of labour is developed 
in the locality. Labour of this type can migrate to that locality 
noth almost a sure guarantee of employment. Employers in search 
of labour of this type can also find it there. 

(3) Financial facilities grow up. Banks are started there. The 
industry enjoj r s the benefit of credit facilities. 

(4) Suitable means of communication and transportation get 
developed. This is a great advantage to the localised industry. 

( r >\ There is a stimulus for the starting of subsidiary or supple¬ 
mentary industries, thus providing a wider range of employment for 
labour and capital. The by-products are put to economical uses 

(0) The reputation of a locality for particular goods widens 
the market. Orders flow in from distant places. The market is th 
assured The industrv can have a steady growth. 

m Technical journals come to be published. Training and 
research “tea are established from which the mdustnuhsts 

benefit a great deal. 

(8) It brings prosperity to the locality. It provides employ- 

ment and adds to the income of the people. 

(<)) Collective action is rendered possible. The industrialists 
organise themselves in associations to safeguard their common 

^ Severalimprovemeiits are made in the industry because 
theriis ’opponuiityZ exchange of ideas. There is healthy nvalry. 
All this is beneficial for the industry. 
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13. Disadvantages of Localisation. Localisation of in¬ 
dustries is not an unmixed blessing. Several evils are associated 
with it. They are : 

(1) Dependence on the main industry is risky. A depression in 
that industry is bound to spell disaster to the whole locality. It is 
not wise to place one’s all eggs in one basket. 

(2) Scope of employment is restricted. Employment is available 
for one type of labour only. In a centre, where there is a greater 
variety of employment, the entire family of a worker may find 
employment. But here onty a few of them will get work so that the 
total family earnings go down. 

(3) Over-specialisation leads to dependence on other centres 
which proves very dangerous in times of war. We may not be able 
to import the necessary materials and machinery. Dependence on 
foreign markets for the disposal of goods is also risky. 

(4) The dishonesty of a few manufacturers brings into dispute 
all the rest. The products of the locality get a bad name, and even 
honest manufacturers suffer. 

(5) Labour tends to lose its mobility for obvious reasons. Thov 
have to be content to remain where they arc. There are few other 
openings in the locality. 

. . leads to over-congestion. This seriously tells upon the 

health and efficiency of workers and their children. This is what 
has happened m Bombay, Calcutta, Kanpur, etc. 

tW 72 ?T b , ay f durin g a wa r niav paralyse the industry. Hence 

taraljifi, lack ° f S ^ ur ? ty * The big industrial cities are the usual 
targets oi the enemy attack. 

two rem'<>rt£?™, ed l eS ’ T ° ov f come these drawbacks of localisation 
two remedies may be suggested : 

raav I * dustrUs : Several small industries which 

the risk of u,™!l F be esta l>lished. This wUl remove 
when it com" ri y “n n ^ the fieverit y of depression 

will aho° n °" e ind d UStr " -dl“ov e ideo e th e er e stHn g e s ° Tht 

out indultrie?ta r varTou?;cv By de f ntralisati ™ i» meant spreading 

economical to move industry’fcf K W ‘ U j® foUnd more 

will remove some n ,° fch ® r less congested centres. It 

tralisation has been taking centra bsation. Such decen- 

cotton textile mills have been J ecent t ‘ mes - For example, 

other centres. n estabhshod away from Bombay and at 

abovc!'in re“ e n";w“: 0 t:Tndns?r- ,O, ; aIiSa , ti f 0 "- As has bee " aa ^ 
and migrated to other localities or mn t j 6ir on g llla I homes 

the advantages originallv availahlo f ^ abroad. In some cases, 

dency ° ° WmE ® re tlle mam responsible for this ten- 


118 


INTRODUCTORY ECONOMICS 


fl) Advent of electricity. With the coming of electricity, it is 
no longer necessary to locate the factories near coal-mines or on the 
>anks ol rivers or streams. Electricity can be supplied at a dis¬ 
tance of hundreds of miles from the generating station. If, there¬ 
fore, localisation was due to the nearness to the source of power, this 
factor has now ceased to operate. 

(2) Development of means of transport. On account of improved 
transport, distant markets can be approached and distant sources of 
raw materials tapped. The industry need not be located near the 
market or the raw materials, if there are other more important ad¬ 
vantages elsewhere. Thus industry gets decentralised. 

It is worth noting that development of the means of transport 
works both ways. It helps concentration and also assists decentralisa¬ 
tion. It helps concentration in this way that if the local supply of 
ra\v materials has become insufficient, they can be imported from 
abroad. The industry will develop further in the locality to reap 
benefits of localisation. But it also assists in decentralisation For 
example, if the market is more important than the materials, then 
the factories can move out. and get established in or near the mar¬ 
ket. Raw materials can be transported to that place. 

(3) Higher costs in old centres. A rise in costs in old industrial 
centres and concessions available elsewhere helps decentralisation. It 
is found that as industries grow up, rents rise and so do the muni¬ 
cipal taxes. The cost of living also goes up which necessitates the 
payment of higher wages. Factory sites are also very costly. All 
these factors render it uneconomical to start factories there. On 
the other hand, cheap sites for factories may be available else¬ 
where. Our ootton mill industry is becoming decentralised. Bombay 
has been found to be a dear place. It is also distant from consum¬ 
ing centres like the Punjab. The rulers of the old princely States 
offered various concessions, e.g., cheap loans, free lands, State patron¬ 
age, subscription to share capital, guarantee of a minimum dividend, 
etc. Thus several cotton mills were established in States like Hydera¬ 


bad and Indore. 

(4) Improved organisation for collection and distribution of 
goods has made it unnecessary for industries to remain wedded to 

the local markets. They can thus move out with advantage. 

leads to decentralisation. 

(5) The last war has shown that centralisation is dangerous 
as a crowded area is more 

governments, therefore, encourage the spreading out of industry. 

The industry gets decentralised. 

Most of the Indian industries suffer from over-centralisation. A 
degree of decentralisation is essentml Decentral.srut^n ho we , 

does not necessarily mean decenthf Cple who are in 
ed in undeveloped areas may a network of 

the industry. A Swedis* inhere * centralized ownership and 
match factories all over Indi . TW^ntra-lised economy is tho 

control but decentralised production. ^Rve-Year 

goal of our economic development as visualised in our r 

Plans. 
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WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

Meaning of Division of Labour. It means splitting of t.ho making of 
an article into a number of processes and assigning each to a difToront group of 
workers. 

Simple and Complex Division of Labour. When wo cannot find out 

how much work each labourer does in a combined task, it is Simple Division of 
Labour. 

Complex Division of Labour. Each man is assigned an incomplete, but a 
separate, process to perform. 

Forms of Division of Labour : 

(») Specialisation by trado 9 . 

0*0 Specialisation by tasks. 

0**0 Specialisation by complete processes. 

(iv) Specialisation by incomplete processes. 

(i>) Territorial or geographical division of labour, 
bad- Economic Effects of Division of Labour. Effects are both good and 

(1) Production is cheaper, but mass production does not satisfy indivi¬ 
dual tastes. J 

(2) Production has become more capitalistic. 

(3) h °? b f en aim P lified > but the work has become mono- 

Xv he "f k ° funem P 1 °y me nt has increased. He is at the 
mercy of the employer. 

(4) hns r risin. eC0n0miC pr0gr0SS ’ bufe tI,e P robIen > of labour v*. capital 

Merits of Division of Labour : 

{1) The right man in the right place. 

(2) Practice makes a man perfect. 

(3) Machinery relieves man of strenuous and monotonous work. 

(4) Long training is unnecessary for tlio worker. 

(•*>) It leads to the introduction of machinery. 

(6) Mass production is cheaper. 

(7) Standardised production extends the market. 

(8) Saving in time. 

(9) Specialisation in the entrepreneurial work has increased product!- 

Demerits of Division of Labour : 

(1) Work has become irksome and monotonous 

(2) Creative instinct has been killed. 

(3) It checks mobility of labour. 

(4) It increases chances of unemployment. 

(5) The worker becomes narrow-minded. 

(6) It has killed the sense of responsibility in the worker. 

( ) The worker s skill has deteriorated. 

(8) Evils of the factory system. 

HO! T h „ e „ Pr ° b n '" ° f “Nation rendered difficult 

“.operation and compromise. 

(h) The size of the market. 

(*u) The nature of demand. 

(tu) The conditions of trade. 

(v) The nature of the industry. 

<*) Availability of labour and capital. 
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articles. 


Localisation or Centralisation of Industries 

Its meaning Some places or areas specialise in the production of carta n 

* 


Causes of Localisation ; 

ru ? at “ ral factors ,ik ® climate. (2) Nearness to raw materials. 

HI Proxjmity to power (4) Fertility of the soil. (•',) Noarness to markets, 
(b) Availability of capital. (7) Availability of trained labour. ($) Political patron- 
a c Q - (9) Momentum of an early start. 

Causes of Persistence of Localisation ; 

(1) Trained labour available. 

(2) Financial facilities. 

(3) Means of transport specialised. 

(4) Supplementary and sub?- -'*' industry established. 

(5) Industrial inertia. 

(6) Technical journals, research and training institutes. 

Advantages of Localisation : 

(t) Improvement in the skill of the workers. 

(it) Employment guaranteed for tliut typo of Inhour, a regular laSo.i 
market developed. 

(Hi) Banks grow up. 

(tv) Growth of supplementary and subsidiary industries stimulated. 

(u) Development in the moans of transport and communication. 

(ri) Reputation widens the market. 

(fit) Technical journals, research and training institutions established. 

(v Hi) The loculity becomes prosperous. 

(ix) Joint action both by the industrialists and labour becomes possible. 

(x) Improvement in industry. 

Disadvantages of Localisation and their Remedies : 

(t) Exclusive dependence on industry. 

(it) Field of employment narrowed down. 

(Hi) Over-specialisation means dependence on foroign countries. 

(tv) Dishonesty of a few businessmen in the locality may spoil the busi¬ 
ness of others. 

(v) Mobility of labour reduced. 

(tu) Over-congestion tolls upon the health and efficiency of the workers. 
(vii) Danger from air bombing in war times. 

Remedies : 

(a) Starting of subsidiary industries. 

(i>) Decentralisation of industries. 

Causes of Decentralisation or De-localisation : 

(t) Advent of electricity. 

(ii) Development of the means of transport. 

(ttt) Rise in costs in the old localities and concessions available in now 
ones. 

(iv) Improved organisation for collecting and distributing goods. 

(v) Fear of bombing. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. What do you understand by 'Division of Labour ’ ? What are its 

various forms 1 [See Secs. 2 and 4 ] { e l * 

2. What arc the different forms of Division of Labour ? Explain how 

"Division of Labour is litnilai by the extent of the market." ..... 

(Delhi Pre-Un » v. 1%l ) 
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[For meaning of division of labour see Secs. 2, 3 end 4. For the second 
part Pe© See. 8 (2).] 

3. What is the meaning of Division of Labour ? Discuss its merits and 
demerits. [See Sees. 2, f* and 7 ] (Utkal inter Arts I960 H’vppl ; P.U. 1050) 

4. What are the advantages of division of labour ? 

‘Division of labour is limited by the extent of the market.' Explain ? 

• ( P.U. H. S. 1962) 

. 5. (et) Is it correct to say that the extent of the. market is limited by divi¬ 

sion of labour ? 

( b ) Is Division of Labour necessarily beneficial ? (P.U. 1942) 

(c) “Division of Labour is not an umnixed blessing." Discuss. 

T° some extent it is true that the extent of the market is limited by 
division of labour. Division of labour results in standardised pro¬ 
duction on a largo scale. This widens the market, Fier.ce the 
extent of the market is limited by division of labour. But it is more 
true to say that division of labour depends on tlio extent of the 
market. The larger tlio market tlio greater is the scopo for the 
introduction of division of labour (See Secs. 2, 8). The fact is that 
the market and division of labour are intor-dopendent. 

(6) No. It is [not necessarily beneficial. No doubt there are many 
benefits of division oflabour (See Sec. C). But there are also dis¬ 
advantages. (See Sec. 7). On the whole it is beneficial.] 

c'.- , 6 ' /v *. tri,e to say that division of labour increases immobility of labour ? 

JZr!7Xr:::^ CL,r ,s hmiud by <“> ,ht (6) "" 

?* 13 m€anf b y *Localisation of Industry' ? In what parts of India 

nation thcreT' eS M ° W loCalised aud what nre,hc reasons for their locali - 

and NdS™. ^duotry. <d) Iron 

[(<I) ^rtTcnTtl 08 / IoCftli6ed *“ Bombay. It is due to damp climate, 
port facilities for the import of machinery and cotton nnd export 

SES3SJSS7 •' <■— I- 

" ssyssa frftKuss'.a - - »■ 

Leather Industry. At f Kan pur and Agra in the UP dim to 

^ rS lD Bihar “ d proximity 

<C) CalCUUa “» atonal and peer 

oon^Jf^Zi ££££*•*«» ,0Ca( ”"' , ' 0n « *■*“'* ' Mention the 

[See Secs. ]0. loan'd [T ' °' P ' h ° ard 1053 ■ Bi, ‘ ar JSSS i Bombay Mi) 

and pe^dtZZ™ by 'Tse:t?7;r, 0/fa6 °“ r ’ >'* nmrit, 

—t — '*• - vftSatr-^^sr! 

Or J (Ajmer 1951) 

, What are its 

,0 - ^ a/ K2? 

alw&’TJJ It •»***«• •» ©«*«*- 

1 no* AanfeeQ 6.7 /Ae wtfen/ o/ cfe mart*. 

(P.U. Pre-Univ. 1961 Suppl.) 
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FACTORS OF PRODUCTION (Contd.) 

CAPITAL AND MACHINERY 

Cash alone is not Capital 

1. Introduction. We have considered two primary factors 

oi proauction —land and labour. We now come to the third factor_ 

capital—which is not considered a primary or original factor. It 
has come into existence because of the two primary factors. That is 

why it is called a ‘ produced factor ’. It L is the product of land and 
labour. 

2. ' Nature of Capital. Let us understand clearly the sense 
in which the term ‘capital’ is used by economists. To a man in the 
street, capital means cash in hand or money in the bank. To him a 
capitalist is a moneyed man. A businessman has a different concep¬ 
tion of capital. In capital he includes factory, tools, machines, office 
equipment, his balance in the bank, etc. 

The economist’s definition of capital is that it consists of that 
part of a man’s wealth other than land which is used in the 
production of further wealth or which yields an income. Just 
think of a rich man and his wealth. Probably he owns some land, 
has a fine house to live in, runs a factory or a shop, and keeps a car. 
Out of these, the house with all its furniture and the car yield him 
direct satisfaction. They are not capital, as they are not used for 
further production. But his land, factory and shop help him in 
production. Land has special peculiarities and is nc considered 
capital. But the factory and shop come under capital They help 
the owner in the production of further wealth and yield _bn income. 
For the same reason, a manufacturer's tools and machines and the 
farmer’s seeds and oxen are capital. Anything that helps production 
or yields income is capital in Economics. 

Capital may be looked at from the individual point of view or 
from the social point of view. From the individual point of view, 
capital is that part of wealth which yields an income, while from 
the social point of view capital consists of wealth which aids in the 
production of further wealth. There are certain forms of capital 
like a factory which fulfil both these purposes. They aid production 
as well as yield income. There are some goods fjwhich are capital 
from the individual point of view, but not from the Asocial point of 
view. A war bond yields income to the individual and is capital 
from his point of view. But the Government uses the money so 
collected in making bombs and shells which end in smoke. 1 hey 
destroy rather than produce, and cannot be considered capital y 
any means. The same is the case with a loan raised by a spent - 
thrift. The lender gets an income from it, but the money borrowe 
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is probably wasted. It is better, therefore, to keep the individual 
and the social points of view separate to avoid confusion. 

When land and labour r (or man and Nature) Jjco-operate and 
work together, wealth is produced, A part of tlio wealth is used in 
satisfying human wants immediately and directly. Tho rest is used 
for producing permanent goods which will satisfy human wants later 
on, but indirectly. These intermediary goods used in producing further 
wealth are called capital goods or capital. Wo can illustrate this idea 
after Penson as follows : 

Productive effort results in wealth. 

Wealth is either consumed or saved. 

Saved wealth is employed as capital. 

Capital assists fresh productive efforts 

Wealth and Capital. From the definition of capital, it is 
clear that capital consists of valuable economic goods which are scarce. 
Such goods are called wealth in Economics. All capital , therefore, is 
wealth. But all wealth is not capital. Only that part of wealth, 
which is used productively is called capital. ' The car which is used 
for personal enjoyment is wealth, but not capital. Wealth and capi¬ 
tal are, therefore, not synonymous. 

Capital and Money. Capital may take the form of money 
when it is put in a bank. But capital also consists ?of tools, machi¬ 
nery, seeds^etc. which money buys. Hence capital'may or may not 
be money. When money is used for making more money, it is capital 
but when it is hoarded, it is not capital. Thus money may or may 
not be capital. J J 


. u ^ a P ital an , d Income * Capital and income should be distin- 

taTbut b°“^ h r. e f- T . he fact ° ry that a man °'™ 3 is his e»pi- 

? jV hat '? g0ts 0,lt of evor y year is his income. 

Capital xs a fund (or stock) and income a flow. Income flows in at 

regular mtervals. It is calculated per week, per month or eve,! per 


eers' G ?° dS CapitaI ' ? Ca P ital consists of Produ- 

toel,?lr ’ §°° ds USed ,n Production. But consumers' goods in 

took of wh Jttr°h' 3 ar \ a!S ° Cai ? ital - If a ihetory owner keeps a 
stoefc 01 wheat for his workers and uses it to feed them this wheat 

satisfaction to consumerstndTnable them “produce further weaUto 

limited in area, and is of infinite varietv On , mai } ; lfc 13 

tal is man-made, and can be increased^’ wiU i S? 1- 

....v* JZss 
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price (t.e., interest). For all these reasons land 
is not regarded as capital. 

3. Forms of Capital. Capital does not take the form of 
money or machines only. It assumes several forms some of which 
are given below : — 

Fixed Capital. It is clear from its very name that this form 
of capital is of a permanent nature, e.g., plant and machinery. It 
continues to give service for a number of years, and is lasting. " 

Circulating Capital, on the other hand, is not of a durable na¬ 
ture. It serves its purpose only once. It is finished up in one use, 
and can no longer serve as capital. The example is that of raw 
materials like cotton and jute. They get used up in the manufactur¬ 
ing process. Circulating capital also refers to the stock of finished 
products or consumers’ goods. 

It is worth noting that the same thing may be fixed capital 
for one person and circulating capital for another. For a dairy the 
livestock is fixed capital, but for a breeder, who sells cattle, it is 
circulating capital. The machine is fixed capital for the manufac¬ 
turer of goods, but circulating capital for the machine-making 
factor}'. 

Sunk Capital. When capital has been so used or invested 
that it cannot be put to any other use, it is called sunk capital. It 
has become specific for a particular use. For example, a farmer 
may spend Rs. 25,000 on a tube-well. The money has been sunk in 
one use. It is no longer available for any other use. It is sunk 
capital. 

Floating Capital , on the other hand, is non-specific. It can be 
put to any use. Capital in the form of money can be invested in 
any industry. It is floating capital. 

Working Capital means the capital which is used in running a 
business, the stock of raw materials, semi-finished goods and finished 
goods which a manufacturer usually maintains in his godown to carry 
on his manufacturing business. Money for payment of wages to 
labourers is also included in it. 

4. Importance of Capita!. There cannot be two opinions 
about the importance of capital. Even in the most primitive stage 
of civilisation man felt the need of some kind of tools. The hunter 
had his bow and arrows, and the fisherman his net. In the pastoral 
stage, the herd of cattle was man’s capital. In the agricultural stage, 
a number of implements were required which made man more depen¬ 
dent on capital. Seed could not be sown without thorough ploughing ; 
and a plough was needed. Even sowing needed some implements to 
ensure the seed being planted in rows and uniformly scattered, bieias 
could not be irrigated without the aid of tools. 

In modern times, which may be called the industrial stage, 
capital has assumed even greater importance. Huge cranes, power¬ 
ful engines and machines of precision and delicacy are in use. 
arc railway trains and steamships, mills and factories. T ,e 
capital. Is any production possible without them today . A er • I 
a few goods could be produced without them. But the volume 
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production needed to support the world population today could 
never be obtained without them. 


For some tasks machines are indispensable. In other cases, 
they make an immense addition to man’s capacity for production. 
Man has been able to attain a measure of mastery over nature only 
through capital. 

The economic prosperity of a nation is in direct proportion to 
the capital it owns. A country without capital must remain poor. 
Today capital dominates and controls production. Labour plays a 
second fiddle. The importance of capital, therefore, can hardly be 
exaggerated. 

5. Origin and Growth of Capital. If the primitive man 
wanted a fishing net, ho needed food to live on while ho was busy 
making it. In other words, to have capital he must abstain from con¬ 
suming all he had. The capital was partly the result of waiting and 
abstinence on the part of man and partly of his diligence and industry. 
Passive waiting alone cannot produce capital. 

Once having come into existence, capital adds to the pro¬ 
ductive capacity of man, and helps in the creation of more capital. 
The effect is cumulative. When the primitive man makes a fishing 
net, he is able to catch more fish with less fatigue. This feeds him 
better with much less exertion. Now he can make more and better 
fishing nets. 


The growth of capital in a country is due to two sets of forces : 
the power to save and the will to save. Let us now study these forces. 

Power to save in any country depends on several factors : 

(t) It depends on the surplus of production over consumption 
it a country produces more than it can consume, capital will £o on 
accumulating. The greater the production, the greater the possi- 
bility of accumulating capital. Production will be greater if agri¬ 
culture trade, and industry are efficiently organised. If agricul¬ 
ture is being carried on m an unscientific manner, and if industry 
1S ? ot [ * U y rationalised, the productive efficiency will be con^ 
rativdy low. It is also necessary that means of communication and 
transportation should be properly developed. Volume of produc 
tion, further, depends on climate and physical conditions as well 
as on the number and the character of the people. When these 

^umuTa S te are ~ ^ ^ -d^Lfwid 


^ C? \ anr ! dS ° f lnvestmcnt • People have greater power of 
saving if banks, insurance companies and other safe T • 

is un£ If the 
saving. Who wants to fftive 

government Jstu^n^gh^nds 1 'T™ not ° n]y —• 


126 


INTRODUCTORY ECONOMICS 


trade and crush industry. Some industrialists believe that the E.P.T. 
(Excess Profits Tax) handicapped Indian industry and checked 
its development during the War of 1939-45. Liaqat Ali Budget 
(1947-48) discouraged investment and militated against capital for¬ 
mation. Such taxes stand in the w ay of increase of capital. 

Some of the above factors also affect the will to save. For 
example, a heavy tax discourages saving. A good banking system 
induces it. 

The will to save depends on the motives which induce a man 
to save. There are, besides, some external factors also. They are : 

(w) Provision against old age and unforeseen emergencies. A 
man saves money during his working life, because he knows that a 
time must come when he will be too old to work. He must live on 
his savings. He also saves to provide against a rainy day. Some 
emergencies and unforeseen expenses do arise, and he must have the 
means to meet them. He may fall seriously ill, or he may have to 
help a relation, or a friend in need. 

(vi) Family affection. A man saves money in order to ensure 
his family an adequate income to maintain a suitable standard of 
life. Family affection thus strengthens the will to save. 

(fit) Desire for success in business. A man’s desire to achieve 
success in business acts as a great incentive for saving. Without 
saving money, a man cannot have capital enough to ensure success 
in business. 

(nit) Desire to win social and political influence. In these days, 
social influence and political powers come with money. Not only 
is a moneyed man respected, but he can also secure a seat in the 
legislature. People whose mind works in these directions make money 
and save it. 

(tar) Force of habit. Many people save because they cannot 
help it. This happens with the misers. Spending is against their 
verv nature, while saving with them is automatic. 

(r) Bate of interest. The higher the rate of interest the greater 
is the inducement to save. When the rate of interest rises, many 
people, who were not saving before, are tempted to save. 

But the effect of the rate of interest is exaggerated. The rich 
man saves not to earn interest but because he can save. The rate 
of interest does not influence him much. For the poor man, too, who 
saves only a small amount (say, hundred rupees in a year), a rupee 
or two that he may earn as interest can hardly be considered enough 
inducement. Thus the rate of interest has some influence but is not 
a dominant consideration. 

In some cases, the rate of interest has quite the opposite effect. 
If a man is saving to assure himself a certain fixed income, the 
higher the rate, the smaller the sum that he will have to save to got 
it. and vice versa. 

Hence much importance should not be attached to the rate of 
interest as a factor in c&pital formation. 

( xi ) Law and order in the country. If the Government of the 
country is strong enough to guarantee security of life and proper y,. 
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the people’s will to save is strengthened thereby. In a peaceful 
country, they are sure to reap where they have sown. Insecurity is 
the greatest enemy of saving. 

In the case of India we notice that the factors which strengthen 
the will to save arc present. They act even more strongly here than 
elsewhere. But the power to save is weak. The will is there but the 
power is lacking. Hence there is much less saving and much less 
capital in India than in the Western countries. In Europe and 
America, industrial efficiency has reached a high level. Enormous 
incomes are earned, out of which saving is easj'. The conditions 
there are ideal for saving. No wonder that the people there are able 
to accumulate large amounts of capital which not only suffice for 
their own needs, but can also be lent out to assist production in the 
economically backward countries. 


CAPITAL FORMATION 

It may however be remembered that savings, though a neces¬ 
sary condition, are not a sufficient condition for capital formation. 
There must be entrepreneurs who are willing as well as capable of 
using the resources made available (by an act of saving) for invest¬ 
ment. Hence the crucial importance of the entrepreneur, which we 
shall discuss in the immediately following chapter. 

Capital formation involves three broad stages : (a) The creation 
of savings which depends upon the will to save and the power to 
save \ (6) mobilization and canalization of savings converting them 
into investible funds, which depends on the efficiency of the bankin'* 
system ; and (c) acquisition of capital goods which depends on the 
entrepreneurial enterprise. There are a few hurdles in the way of 
capital formation. Some savings may be hoarded and not made 
available for investment. Some tavings may be ploughed back into 

b3 f * he . owne _ rs - There is also a time lag between the accu¬ 
mulation of funds and acquisition of capital goods. 

of savin 0 ^in . el ? ment ca P ital formation is investment 

l a ? d . Industr - V - Actua * investment depends on the 
various inducements to invest available in the economy. There are 

f b h ™ ad fac ?° rs on which inducement to investment depends • 

iT’th* prevaillI }S rate of interest and the expected rate of profit* 
«.e., the marginal efficiency of capital. 1 ’ 

no •+ w P rese . nt in India the conditions arc not so favourable for 

invest h “"h T \r Mle ° laSSBS ' generally save and 

inflation ^ n °t been able t ° recover from the wounds of prolonged 

triefmay ft«“ fear that indut 

taxation and liberal Txilicv towarrl st jy ia l lst s also say that heavy 
the canacitv of P°? lo y towards labour have seriously reduced 

dev^pm*ent°^howeror* 11 1 vern* 1 Ve t ?° 6nSUre rapid" econo^c 
number of measureTto sten recently taken up a 

include tax relief assurance p , capltal formation. The measures 
nationalisation, etc Z k, t pr ° per “ m P=nsation in case of 

ment, Government’ isranSderahW ® h ® r ° WQ voIume of “rest- 
the country. considerably mereasing capital formation in 
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6. Functions of ^Capital. Capital is valued for the very 
useful functions it performs in the production of wealth. In fact 
production would almost come to a standstill without adequate and 
suitable capital. 

The following are its main functions :— 

(i) Supply of Raw Materials. Capital supplies raw materials. 
Every businessman must have on hand a sufficient supply of raw 
materials of a good quality. A cotton mill must have cotton 
ready in its godown ; a paper mill must keep straw or bamboo cut¬ 
tings ; a sugar mill must buy large quantities of sugarcane, and so 
on. This is undoubtedly very essential, otherwise how is production 
to go on ? 

(it) Supply of Appliances and Machinery, Another equally 
necessary function that capital performs is the supply of tools, 
implements and appliances. It is clear that these things are essen¬ 
tial for production. Without their aid large-scale production is 
impossible. Tools are needed even in the most primitive stage of 
economic development. But they are all the more necessary today 
when production has become capitalistic. Modern industry is highly 
mechanized in the West; even agriculture employs all sorts of 
machines like tractors, threshers, harvester-combines, etc. All theso 
are obtained with capital. 

In India, whero labour is cheap and abundant, there is not so 
great an urgency for use of machinery and labour-saving doviccs. 
But even here an increasingly large number of machines of various 
types are being put into use. A mill equipped with modern machines 
tarns out a large output at less cost per unit. To supply machinery 
is therefore, a very important function of capital. 


(Hi) Provision of Subsistence.. Capital provides subsistence to 
the labourers while they arc engaged in production. They must have 
food, clothes and lodging. Production today is a long-drawn-out 
affair, and has to pass through many stages. It may be after years 
that the "oods reach the market and bring income to the manufac¬ 
turer. M°eans must be found to bridge this gap, and this is the 
function which capital performs. It provides means of subsistence 
for the workers when they are engaged in the work of production. 


<iv) Provision of Means of Transport. Goods have not only to 
be produced, they have also to be transported to the markets and 
nut P into customers’ hands. For this purpose means of transport, 
like railways and motor-trucks, arc essential. A part of the capital 
m ust be devoted to the supply of this need. 

(yi In modern times, capital is performing another very napor- 
font function viz., to provide employment. This function is of 
anecial importance to under-developed or developing ec0 | , j > “ 1 ®** 
Amon" the^determinants of employment in a country, P roba f ^> m of 

capital^Amffi^ation 1 of capital*to^agrlculture^rade, transport and 

on the farms^ in the faetor^ .n conj^, 
houses and on roads, raUwoys, ships, etc It is the la k P 
which is responsible for unemployment, or under employ 


FACTORS OF PRODUCTION—CAPITAL AND MACHINERY 


129 


in backward countries like India. Asure way to tackle the problem 
is to create more and more capital. 

7. Efficiency of Capital. The volume of production will 
depend not only on the amount of capital that a producer has at his 
disposal, but also on the quality or efficiency of this capital. Ono 
good machine may be able to turn out more goods than two out-of- 
date or worn out machines. 

The productivity of capital depends on the following factors : — 

(t) Quality. Capital must bo of a high quality. First-rate 
goods cannot be produced on the third-rate machines. The machinery 
must bo modern and [[up-to-date. It should not be obsolete or 
worn out. 


(u) Suitability. It is also necessary that the machine must bo 
suited to tho purpose in hand. If the machine in a paper mill can¬ 
not, for instance, work on bamboo pulp without being damaged, 
efficiency must suffer. Similarly, if a spinning frame is fitted with 
Bpindles larger in number than can be looked after by a worker it is 
obviously unsuitable. * 

(ttt) Proper Balance. The various sections of the plant must 
be properly balanced. Tho Indian TarifF Board found that the plant 
m the Indian paper and sugar mills was not balanced. In the paper 
mills, the pulp-making section had a large capacity than the paper- 
makmg section. Similarly in the sugar mills, the crushing section 
had a larger capacity than the refining section. This lack of balance 
means less production and higher cost. 

on Application. Efficiency of capital also depends 

on the methods of using the equipment. Wrong use or use for a 

ong Purpose results m less production, and damages machinery. 

y wr E & cx€nc y- The use of delicate and costly machinery 
needs skill and experience. Good machines in unskiUed lmnds wifi 

“ W T e J‘> !» d b0 “ d t° be dan,aged. Labourandcapital wo “ 
»th T e h6 ot e h®r nCy ° f th ° d ^" ds «*. offi- 

Unless it ia a effort, 

on the personality and the fbimv' * m ° SS - **uch depends 

inefficient manager cannot mnl-o «-i? -V*? raan at tko ^elm. An 

results. . 8 nn ° fc mako the ca P ltfl l equipment yield tho bAst 

readiness withwWclTcapi^^J'vc^f^^^ ca P itaJ refers to the 
from one country^^another 1 m ° n ° place t0 another * or 

certain capital equipment can be pn? S al^ati/etes ^ * 

place than laW yetit^ll m °I es “ ore from place to 
lutely mobile. The mobility of h° th, ”. k that is a ^so- 
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form of money, is absolutely in a floating state and can be put to 
any use and may be taken anywhere. A slight difference in the 
rate ol interest offered between, say London and New York, is sure 
to move capital, which is meant for short-term investments from one 
centre to the other. The raw materials and semi-finished goods 
possess a little less mobility. The tools and implements and simple 
machines, which can be used in every industry, are also quite mobile. 
But the most important and the most expensive part of capital con- 
sists of fixed or the sunk capita), e.g., heavy machinery, factory 
buildings, ete. This type of capital lacks geographical mobility, nor 
can it be easily diverted to any other use when specialized. Even if 
it is not earning good profit, it must continue in the same trade. 
Hence mobility of capital varies with its form. In the form of 
money, it is most mobile and as fixed capital, it is least mobile. 

It will, however, be wrong to think that capital is absolutely 
immobile. Capital is of impersonal nature and it moves more 
readily from place to place. It has almost become cosmopolitan in 
character. Machinery with very slight modifications can be made to 
turn out a fairly large variety of commodities. Even if it can pro¬ 
duce one commodity, it can be made to produce different designs of 
it. Further, flexibility to capital structure is given in another way. 
New savings are diverted to now uses and the old plants are not 
replaced exactly in the same form, if conditions have changed. 
Hence we may conclude that for practical purposes capital possesses 
a fair degree of mobility ; at any rate it has greater mobility than is 
generally supposed. 

Nevertheless it cannot be denied that there are several obstacles- 
fin the way of capital moving from one place to another. Inter¬ 
national political security is yet lacking. Mobility is impeded also 
by State control of investment, the general preference for home 
investments and the liability to heavier taxation in other countries 
and the uncertainty of being able to bring the profits home. It is 
checked by any other factors which keep the capital sticking to 
home investments. 


That there is comparative immobility of capital is shown by 
ie fact that we have got a separate theory of international trade 
o such theory would have been necessary if labour and capital had 
sen freely mobile. India in recent years has been wooing foreign 

tpital but has not succeeded much. 

Tn India the degree of mobility is even loss. India is a vast 

, inhabited by diverse people, speaking different languages 
mntry inhabite ? The system of taxation in the various 

1ian a Ttlte“ "no^ uniform. 7 People with money generally 

‘°Vn y J leI There is^lso the bad habit of hoarding and the fondness 
tcking. jewellery Frequent company failures and bogus 

>r ornaments and jeweu y . 4 capital. Adequate credit 

oinpany f“Joking. Business morality is not too 

nd banning facilities are g does not move 

jSy Sm e o'ne°plat Sanottfinside the country, not to speak of 
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its movement abroad. Indian investment in foreign countries is next 
to nothing. 

9. Capitalistic Production. Production in modern times 
has been called capitalistic because its outstanding feature is the use 
of capital on a large scale. Huge amounts of money are spent on 
intermediary or producers’ goods. Even for the production of simple 
articles, expensive machinery is used. Think of any industrial unit— 
a cotton mill, ar-sugar mill, a cement factory or iron and steel works. 
Everywhere you will find operations being carried out with the help 
of costly machines. 

Capital was used even in the earliest stages of human civilisa¬ 
tion. But then it consisted of a few crude implements which it did 
not cost much to make. Today, capital is not indispensable, but is 
very costly. We know that everybody cannot start a business 
these days. It requires large capital. No businessman can success¬ 
fully compete with his rivals in the market without adequate funds. 
Capital wholly dominates production in these days. Hence production 
is called capitalistic. 


Capitalistic production is round-about production. This means 

that much greater effort is being spent in the making of instruments 
ot production than in the production of consumers’ goods which give 
direct satisfaction The greater the amount of capital in use, the 
more indirect is the production. A savage living on the bank of a 
river can catch a fish or two even with his bare hands. In this caso 

.T 13 S ! mp 6 and direct - But to catch more fish, the savage 
has first to make a net and a boat, however primitive they may bo 

fkhWWlf \ hat .P roductlon becomes indirect. In modcm'times 7 the 
ofmnfnr L “ fi advanced that ™eds *n elaborate equipment 

1 525 ] 50atS ’ C0Stly net /’ and even explosives. The factory has 
to spend large amounts of money on this equipment before efficient 

fnd^t 1S n P r ibl % T i n 0ther WOrds ’ production has become more 
duction is beSXed ou^ Chain ° f pr0cesses rc ^- d ** P-- 

USE OF MACHINERY 

Wherever we ma^leolT°we^sha^ find^o tb f / ge ?? ma ?h«nes. 

Machinery has become a hall mnr L- ? e op . mac hinery in use. 

countries, man is beinff incrpnqinrri ° 1 civdisatd °n. In advanced 

latest electric fittings iif residential^ mi ^7 ma chinery. The 

with domestic servants. Plourrhintr «« ® s m £he West have dispensed 

are all being done by machine? Onl 6W1 f g ’ harvesting and watering 

work these LchLe* are n * eded 

the pit to the wagon Manv tinnL ? by buman hands fro “ 

machines. In the 8 work of^roSuction ^ Wh ° Uy processed 
becoming superfluous Production, man seems to be rapidly 
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11. Benefits of Machinery. Machinery is being extensively 
used because of certain advantages. The following are the chief 
advantages of the use of machinery :— 

(1) Use of natural forces. Machinery has harnessed the forces 
of nature in the service of man. Man can fly in the air ; he can send 
messages thousands of miles away ; he generates electricity from 
waterfalls. All this he has done with the aid of machinery. For 
such jobs the use of machinery is indispensable. 

(2) Heavy and delicate work. Tasks, which are too heavy or 
too delicate for human muscles to do, can easily be done by a 
machine. A crane can lift loads which a man never can. No man 
can produce silk as fine and delicate as a spider’s web, but a machine 
can. Without the aid of machinery such jobs would not have been 
done. 

(3) Faster work. While man can make only a few dozen 
pins in a day by himsolf, with the help of machinery he can make 
thousands. A cliarkha cannot spin as much yarn in a year as a 
spinning machine can in one day. We value machinery for the 
speed with which it works, and in the modern world speed matters 
the most. 


(4) More accurate work. No painter can paint exactly the same 
picture twice. But machine can turn out thousands of identical 
articles. Production has thus been standardized. Only machines are 
capable of mass production. 


(5) Strain on human muscles relieved. The work of the labourer 
has become much lighter. He has simply to pass a knob, and lo 1 
the machine starts working ! Thus machinery has proved a great 
blessing to the workers. 

(6) Cheap goods. The use of machinery 7 has resulted in large- 
scale production and has reduced costs to levels never dreamt of 
before. Thus cheap goods have been placed in the hands of 
consumers. A man of ordinary means can now enjoy goods and 
services which wore not available even to a rich man in the past. 
Consequently the standard of living has risen. 

(7) Mobility of labour. In most industries the machines used 
are very similar. A worker, therefore, can easily move from one 
industry to another. This is helpful in relieving or preventing un¬ 
employment as well as finding hotter jobs. 

(8) More employment. The introduction of ^ ac ^ ery h ^r 
created manv new occupations. It has thus widened the P 
employment. In the long run, machinery creates more employment 

than displacing labour immediately. 

(9; Disagreeable jobs. All dirty jobs can beidon© by 

Human beings are thus relieved of all disagreeable and P 

iobs. What a great boon machinery is to the under-dog 

12. Abuses of Machinery. Machineryhas not prove 0^ 

an unmixed blessing. Whereas it has undoubte y which 

benefits on mankind, it is also associated with certai 

are given below : — 


m 


i 

* 
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(1) Unemployment. One machine can do the work of many 
men. As machine comes in, tho man goes out. Only a few workers 
are needed for cleaning, managing and supervising the running of 
machines. Introduction of machinery thus creates unemployment. 

Does machinery really create unemployment ? No doubt, tho 
immediate effect of the introduction of machinery is tho displacement 
of labour. In the long run, however, machinery creates more work. 
People are needed for making machines and for repairing them ; 
lower prices increase the demand for goods, and bring about a rise in 
the standard of living. Production is, therefore, increased and diver¬ 
sified and many new occupations are created. Thus, we can say that 
immediately machinery displaces labour *, but ultimately it creates more 
employment. 

(2) Monotony. Machinery has made tho labourer’s work 
monotonous and irksome. The worker has nothing to do except to 
go on performing a few mechanical operations day in and day out. 
It has increased nervous strain. 


(3) Loss of skill. The craftsman with the superior skill has 
■disappeared. Such skill is no longer necessary. The only type of 
skill that is needed now is to run tho machines. Tho man who made 
the Dacca muslin has now only to look after the running of a 
machine. What a great national loss ! 


^,r-t\?u 0dSn °\ a [ tvitic ' A painting is a thousand times more 
beautdui than a photograph The former has character and colour, 

tiew nf ^ 13 ! a prm h wlthoufc individuality. From tho point of 

view oi art, it is a great loss. 1 

Machiner y has increased our dependence on 
withers. We depend for our water and light on tho satisfactory work 

in 8 th P f f ate f"^ r . k , 8 ftnd tho power-houso. A small flaw would result 
in the supply of these necessaries being cut off at anytime Thi* 

may mean not only inconvenience but feriousdisiocaS'onofnonnal 


n0W ' W ° mUSt COn<I ° mn mac hin cr y^fcir'the*destruction 

8uiTound^^ < and , make U the^^thy and^iruanitary^Tender^irn 1 ^ 
haveTS the 6 fovVof^ machines and"" factories 

tion and physicil doteriorTtion led to moral d ^da- 

iaatiof *° *? “* 

notlung else. This over-apccialisation increases Z risk of u^m^! 

conflict—the^capit^list on^nelidTand"S T f ° r 

5 he class-conflict has led to disruption rfSSkTh^. 0 *^ 
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becoming sharper every clay. It is responsible for so much unrest 
that prevails in the world today. 

Conclusion. That the introduction of machinery has caused 
certain social and economic evils cannot be denied. But it should 
be remembered that it is mainly the abuse of machinery which is 
responsible for these evils. There is nothing wrong with machines. 
Alan uses them to destroy his fellowmen. It is he who employs them 
to exploit others. The machine is only a passive instrument. If it 
does harm, the blame is wholly man’s. This harm is preventive. 

Machine work is no doubt monotonous and irksomo, but the 
introduction of machinery has provided the workers more leisure. 
The hours of work can be shortened. The other evils of factory 
system too can be remedied Machine products are not necessarily 
inferior. They are improving in quality and becoming more artistic. 
A streamlined car of today is a thing of beauty indeed. If we want 
to make our lives fuller and if our country is to compete successfully 
with other countries in trade and industry, the use of modern 
machines is essential. 


13. What Limits the Use of Machinery ? Machinery has 
many advantages. But it is not always possible to introduce it. 
Machinery is out of place in the following circumstances : — 

(1) 'Individual tastes. When production has to suit individual 
tastes, it is not possible to set up machinery. Machinery can 
produce only standardized goods. The village shoe-maker can 
embroider shoes in a different pattern every time to suit the liking 
of each customer. The handloom weaver can make cloth varying in 
width, and turbans and dhotis witn different borders. In such cases, 
the handloom has an advantage over the power-loom. Hence, where 
each customer has his own whim, only a hand-worker can sati&iy a* 
of them. A machine, for instance, can never replace a tailor. 

(2) Costly materials. Machines cannot be used where the 
material used is exceptionally costly. The making of jewellery 
where gold, silver, pearls and diamonds have to be use ^ nn ° of 
entrusted to machines. Machinery involves the ompbymcnt of a 
large number of workers. They cannot be trusted m trades where 

materials are weighed out in grains. . j ere the 

(3) Nature of industry. There are certain industr es jv here tue 

operations cannot be reduced to a few simp e > mec biner y 

ments, e.g., in agriculture, horticulture, etc^n such casea, 

can have only a limited use. Man plaj. i m orc cx- 

part here than machines. Although macluncsare ben ^ ^ 

tensively used in agriculture in the West no , y agr j cu ltur© 

admitted that there is not the same scope for their use 0 

as in the manufacturing industries. fluctuating 

(4) Nature of demand. Where demand is sra a . g 

it is obviously not worthwhile to insta a machin - A to 

costly thing, and no manufacturer will mstal it, unless 

have large scales and the demand is steady. remain the 

(5) Artistic work. Works of art must ^ done by 

peculiar domain of the hand-workers, a* 1 * j© b field of art. 
machines. Machinery must keep itself out from the nei 
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(6) Cheap labour. Where labour is cheap and machinery dear, 
the producer will be reluctant to spend money on machinery. India 
is such a country. Here mechanization cannot be adopted on the 
same scale as it is in the West. The use of labour is more economi¬ 
cal than the use of machinery. 

WHAT HAVE YOU LEARNT FROM THIS CHAPTER ? 

Meaning of Capital. Capital is that part of man’s wealth, other than 

land, which is used in the production of further wealth or which yields an 
income. 

From the individual point of view, capital yields an income and from the 
sooial point of view it aids in the production of further wealth. Generally it 
oea both. But sometimes it yields income to the individual without helping in 
the production of further wealth, e.g., war bonds. 

Wealth and Capital. All capital is wealth, but all wealth is not capital ; 
only wealth used in production is capital. 

_ Wealth ami Money. Capital may take tho form of money ; it may also 
exist m some other forms, e.g., machines and raw materials. Similarly 
noy nifty bo capital if it is used in production, and not capital if it is hoarded, 
iaence all capital is not money, nor is all money capital. 

Capital and Income. Capital is a stock ; incomo a flow. Income is what 
cupiLai yields. 


Are consumers' goods capital ? 
the consumers’ hands, opinions differ, 
aa capital even then. 


In the hands of tho producers, yes ; in 
Economists, like Bonham, regard them 


sunnlv Z\Z V Ca f Ua l ? . L , ftnd is vor y Peculiar. It is limited ; it has no 

Canitln?1’J 1 1S ? atur ? ? glft I \ fc has infinite variations, and it is immobilo. 
capital is man-made and its supply can be increased. 

existed ° f Ca ?‘ taI r In ev ? r y sto 8 e <>f economic evolution, capital 

£SSrt«ce N??n3 7 l ° th0P *i 1,1 modern tim c9, it has assumed tremendous 

S^Sio “ ° riginnteS in ■"*>« « waiting or 

(a) Power to savo and ( b) Will to savo. 

(а) The power to save depends on : 

(1) Surplus of production over consumption. 

(2) Channels of investment. 

. (3) Sound system of money, 

(4) Sound system of taxation. 

(б) The will to save depends on ; 

(5, Provision against old ago and unforeseen emergencies. 

(6) Family affection. 

(7) Desire to succeed in business. 

(8) Force of habit. 

(9) Rato of interest. 

(10) Desire to win social and political influence. 

(11) Law and order in tlio country. 

f“; 7 e not f '“ , ° “ indi » 81 1*—*. 

r . "f pitaL Ftxed Capital, e.g., machines. 

Circulating Capital, e.g., raw materials. 

any otff^ t sJ: hiCh h “ b ' COm ° and cannot bo used for 

F mony? apUa1, tiat Which can b ° P“‘ t0 “ny use. It is i„ the form of 
JForWnj Capital, consists of funds used in running a business. 
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Functions of Capital : 

(1) Supply of raw materials. 

<2) Sup ply-of appliances. 

[3) Provision of subsistence. 

(4) Providing meanB of transport. 

Efficiency of Capital : 

(а) quality of capital, 

(б) suitability for tlie purpose, 

(c) proper balance between different, parts 

(d) right application, 

( t ) labour efficiency, 

{/) regular and adequate supply of raw materials, and 
(g) managerial efficiency or organisation. 

Capitalistic Production —uses large amount of capital. 

Production^ indirect and round-about. 

Uses of Machinery It benefits : 

(1) us® of natural forces for man's benefit: 

(2) it can perform tasks too heavy or too deliiato for man’s hands ; 

(3) it works much foster ; 

(4) it works much more accurately ; 

(5) it relieves strain on human muscles ; 

(6) it makes large-scale production possible ; 

(7) it makes mobility of labour easy ; 

(8) it creates employment; and 

(9) it relioves man of many disagreeable jobs. 

Its evils : 

(1) It creates unemployment. But this Is only its immediate effoct : 
ultimately it creates more work. 

(2) It has made work tedious and monotonous. 

(3) The skill of the craftsman has deteriorated. 

(4) Machino product is not artistic. 

(5) It has made man more dependent on others. 

(0) Man’s power to destroy lias increased. 

(7) The evils of the factory system. 

(8) Too much specialisation has a narrowing influence on workor’® 
mind. 


(9) It has croatod class-confliot. 

Limitations on the use of machinery. Machinery liai not much scopo 
n the following casos : 

(а) where individual tastes count, 

(б) whoro the material usod is exceptionally costly, 

(c) where operations cannot bo reduced to a few mechanical movemen , 

(d) where demand Is oither small or fluctuating, 

(e) in works of aids, and 

(f) where labour is cheap and machinery dear. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

I. Mention the various forms of capital and '^tinguish x “ 
yetween fixed capital and circulating capital. ( Seo Soc. 3.J (U.P. B 

Or, 


Stats what capital is and xohat its different forms are. 
[Soo Socs. 1 and 3.] 


(Qauhati 1953) 
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2. Distinguish between (a) capital and wealth ; (6) capital and money ; 
and (c) capital income. 

3. Arc the following capital goods ? 

(а) (1) Straw in a barn ; (2) Straw in a hat factory ; (3) A straw hat in 

a hat sheep ; (4) A straw hat in your closet. 

(б) (1) A fire-cracker in a store ; (2) A firc-crackcr in your hand ; (3) A 

fire-craclcer in the air. 

Or, 


What do you mean by capital 1 Are the following capital ? 

(a) motor car of a doctor, (6) fountain pen of a student, {r) grain in the 
store of a contractor T (Utkal Inter. Arts 1959) 

[(a) (1) Yes. (2) Yes. (3) You. (4) No. 

(6) (I) Yes. (2) No. (3) No/] 

4. What term will you use in Economics for the folloivin.j : 

(i) Capital that has been so invested in one use that it cannot be put 
to any other use. 

{if) Capital that finishes up only in one use. 

{tit) That part of wealth which is used for further production of wealth. 

(P.U. 11. S. 1961) 

5. How would you distinguish land from capital ? 

[See Sec. 2.) { Delhi 1953) 

Indicate why they should be regarded two separate factors of production 
rather than as one. (Utkal Inter. Arts J95S) 

6. H hat are the factors which influence saving ? Do you think that 

system of joint family is conducive to saving ? (Bihar 1953) 

[Soe Section 5. The joint family system is not conducivo to saving 
because it encourages idleness on the part of the mombers of tho 
family. All mombers want to earn the least and spend tho most. 
There is a lot of waalo and littlo saving.] 

7. What is capital ? What are the factors which influence the growth of 
capital xn a country ? With a view to overcoming the scarcity of capital in India 
what steps would you suggest to encourage savings in the country ? 

( J. <fc K. 1958 ; U.P. 1958) 
[See Section 5. Suggestions can bo mado in tho light of factors res- 
ponBible for capital accumulation in a country. These circum¬ 
stances should bo mado as favourablo «s posaiblo.] 

Or. 


Flow do you 


What are the factors which afftc.1 the growth of capital' 
account for scarcity of capital in India ? 7 P 

[Soo Soo. o.] (Rajputana 1945 ; U.P. Board 1953 ; Bombay 1953) 

“ •' *’**£ ~sf, 

[See So«. 2 and 5.) (j“ <fc K. ISIS) 

up under Fiw-YcaTpi^J 0 ^^ 1 esM ^ l P le9 "/capital formation taken 

economic developZnt. U importance of capital formation for 


10 . 


J Give itS S orma and functions. 
[See Secs. 2, 3 and 6.) 


(P.U. 1959 Suppl.) 

"rSEZsr “ '• i, *" t ■" w». -n.»„ ..i. 

(ft) Entrepreneurs will earn loss. 
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(c) Consumers will go without many things, and will pay higher 
prices. 

(d) Society in general will become poor and backward.] 

12. What is capital ? What is its importance in the economic life of a 

nation ? (P.C7. #.5. ]061 . DeUli h.s. mi) 

13. Arc the following capital goods ? Give reasons in support of your 
answer. 

(a) Cotton in the godoum of a merchant. 

(b) Colton in your house. 

(c) A scwtng machine used by a tailor. 

(d) A sewing machine used by a housewife. 

(c) A house let out on rent. 

(J) A fire cracker in a store. 

(g) Sweets in the shop of Halwai -(are considered, are not considered) 

as capital. . ( P.U. Pre-Univ. 1961) 

(h) All capital is wealth but all wealth is not - (fill in the blank) 

14. What is meant by mobility of capital ? What are the factors which 
hinder the mobility of capital in India ? Suggest remedies. (U.P. Board 1953) 

15. Distinr/uish between capital and capitalism. Are you against any of 
these two ? What is capitalistic production ? 

[Capital means aid to wealth-production. Capitalism means private 
ownership and management of the instruments of production for 
the benefit of the capitalists. We want capital but not capitalism. 
For Capitalistic production, see Section 9.] 

16. What arc the effects of the employment of machinery in the process of 

production on the labour classes ? (P.U. 1935) 

[For good effects sec Sec. 11. For had effects see Sec. 12.] 

17. Discuss the economic effects of the introduction aud use of machinery. 

[See Secs. 11 and 12.] (Dacca 1943) 

Or, 

Discuss with reference to India the main advantages arul disadvantages of 
the use of machinery. (Utkal Inter. Arts 1959 Suppl ; P.U, 1957 Suppl. ; 

[Soe Secs. 11 and 12.] (Rajasthan Pre-Univ. 1960) 

IS. Do you consider the use of machinery in India to be (a) an absolute 
necessity or superfluous, (b) a blessing or a curse ? ( • • ) 

[(a) The use of machinery in India is absolutely necessary, otherwise 
India will remain economica’ly backward for ever. For advan¬ 
tages of machinery see Sec. 11]. 

(61 Use of machinery is neither a curse nor a pure blessing. It >0 » 
mixed blessing. It has both advantages and disadvantages.] 

[Sco Secs. 11 and 12.] 


CHAPTER XII 


FACTORS OF PRODUCTION (i Contd .) 

Organisation or Enterprise 

The man who appears to be doing nothing ! 

1. Introduction. Production is the result of the co-opera¬ 
tion of all the four factors. We have studied three of them—land, 
labour, and capital. Now we shall study the fourth factor which is 
called Enterprise or Organisation. 

2. What is Organisation or Enterprise ? Organisation or 
Enterprise means to plan a business, to. start it, and run it. It 
means to bring the factors of production together, assign each its 
proper task, and pay it when the work is done. It implies not only 
running a business, but also shouldering the loss, if any. The man 
who undertakes all this work is called an organiser, or, more com¬ 
monly, an entrepreneur. Organising and risk-taking are the main 
functions of the entrepreneur. 

What is the difference between a Capitalist and an Entrepreneur ? 
The capitalist is the owner of capital. He invests capital, and 
receives interest on it. The business may earn a profit or run at a 
loss, the capitalist must get his interest. Thus he runs no risk. It 
is tho entrepreneur alone who shoulders the risk. The whole 
loss, if any, falls on him just as the whole profit, if any, goes into 
his pocket. 

In theory, therefore, the capitalist and the entrepreneur are 
two different persons. But actually, they may be one and tho 
same person. The entrepreneur usually invests in the business 
some of his own money. He is thus partly a capitalist too, and 
earns interest besides his profit, if any. Hence a man may be both 
a capitalist and an entrepreneur. In modern businesses the two haver 
been differentiated. 

3. Importance of Organisation. In modern times, busi¬ 
nesses a very complicated affair. Nation-wide, and even interna¬ 
tional, influences act on it. Even a small happening in some remote 
corner of the world might bring it disaster. Owing to such com¬ 
plexities tho work of organisation/has become very important. 

The success of a business depends on sound organisation. It 

must be carefully planned, and the plan must be properly executed. 

This is a whole-time job. Somebody must devote all his time and 

energy to it. Hence the great importance of the work of an 
organiser. 

The three £factors—land, labour, and capital—lie scattered. 
One person has land but no capital ; another has capital but no 
land. The labour has neither ; he has only his labour to offer. So 
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all the factors of production lie apart from one another. Some¬ 
body must bring them together if production is to go on. This is 

what the organiser does. 

Hence organisation is a very important factor of production. 
Lnless a business is properly organised, it cannot be a success. Only 
through a proper organisation of business will the other factors of 
production make their best contribution in the work of production. 
Otherwise labour may be misdirected or land and capital wasted. 
Land may be very fertile and labour may bo very efficient But if 
the organiser is inefficient or incapable, the productivity of land and 
the efficiency of labour will be of no avail. 

4. Functions of an Entrepreneur. There are several im¬ 
portant functions which the entrepreneur performs of which the fol¬ 
lowing are the chief ones : 

(1) Conceiving and Initiating. It is the entrepreneur who 
conceives the plan of a business. Either alone or with the help of 
friends he puts it into execution. He thus gives the business a start. 

(2) Organizing. Having decided which industry to enter, 
where to start it, what and how much to produce, and how and 
where to sell, the entrepreneur must now tackle the practical part 
of the problem. First of all ho must make the necessary financial 
arrangements. Then he must buy machinery and get it installed ; 
ho must hire labour, and assign them suitable jobs ; he must buy 
the raw materials and organise each process of manufacture ; and 
finally, he must make satisfactory arrangements to markot the 
produce. 

(3) Direction and Supervision. The entrepreneur cannot just 
stop after organising the business. He has to direct production into 
the most fruitful channels. He has to supervise every little detail 
so as to ensure maximum production. 

(4) Control. The entrepreneur may have some assistants to 
help him but he must keep the final control of business in his own 
hands. Boing responsible for the birth of the business, he cannot 
leave its destiny in the hands of anybody else. 

(5) Risk-taking. The entrepreneur has to tako the conse¬ 
quences of his enterprise. He has to pay all the other factors of 
production in advance. It may be that ho is rewarded with a han 
some profit, or it may be that ho suffers a heavy loss. Whatever 
the consoquences, ho must boar them. His is the final responsibi¬ 
lity. 

In short, an entrepreneur initiates, organises, directs 
and supervises, controls and undertakes the risk of the busx- 


ness. , 

5. Who is an Entrepreneur in a Joint-stock Company . 

In a limited joint-stock company, the shares arc usually held >7 a 
large number of persons scattered all over the country. If the com¬ 
pany fails, the shareholders lose their money. To the extent 
capital invested by him, a shareholder is an entroprenour. 
industry of today, the number of shareholders is very lar 8 e - 1 7 f 

•are supposed to elect from amongst themselves a small number 
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directors who conduct the business on their behalf. Shareholders 
are only sleeping partners. The work of direction is carried on by 
directors nominated by tho managing agents or by tbo managing 
agents thomselves. In the latter case, the directors are the creatures 
of the managing agents, their ‘yes-men’. Thus the shareholders, 
who are the real entrepreneurs, have little or no control over the 
business. In India, the managing agents aro the real entrepreneurs. 
We might say that in big corporations, entrepreneurship is shared by 
some of the shareholders and the chief executive officers. 

C. Qualities of a Successful Entrepreneur. We have al¬ 
ready said that modern business is a very complicated affair. In 
order to organise and run it successfully, the entrepreneur must pos¬ 
sess qualities of a very high order. The man at tho helm of the 
business must be a really superior person. 

The entrepreneur must be a successful leader of men. He must 
win and retain the sympathy of men with whom he has to work. He 
must inspire confidence in them. Ho must understand human nature, 
so that he can make each person do his best. 

He must understand his business. He has to buy machines ; he 
ha6 to buy raw materials. Ho must bo an expert in judging the 
quality of both, if he does not want to bo doceived. Ho must also 
know tho art of marketing. 

A successful entrepreneur must have general knowledge of the 
world at large. This is essential not only for the purchase of materials- 
and machinery, but also for the sale of goods. 

There are ups and downs in business. Ho must have the 
courage to face them. He mu6t take advantage of the favourable 
opportunity. He will have, therefore, to take bold decisions some¬ 
times. But he must do so cautiously. A single mistake may spell 
disaster. ‘Prudent boldness ’ is what is needed. 


In short, a successful entrepreneur must be capable and well- 
informed, a successful leader of men, a keen judge of things, coura¬ 
geous and prudent. Above all, he must be gifted with’a large 
measure of practical common-sense. He is a superman. Few entre¬ 
preneurs come up to this standard in real life. There are not many 
lords, Nuffields, Tatas and Birlas in the world. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER ? 

__j E “f crp ^i se - It means initiating and organising a businoea 

and undertaking all nsks. The man who does it is called the Entrepreneur. 
Difference between a capitalist and an entrepreneur 

int OT oat Th H?“ Ve8 ‘' ! ^ “ 

. . J' 1 '® ontre P?® eu r organises the business and takes the risk Aotuallv a 

businessman may be both an entrepreneur and a capitalist ° tUaHy 

° f 0r S an f sa tion. Business is a very complicated affair. A 
some bod v t0 ® r 8 am8e >t. The factors of production lie scattered, and 

or“a^W bnDg tbem together ‘ No succeed without sounS 


Functions of an Entrepreneur ; 

(*) He conceives and initiates business. 
(•*) He organises production. 
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(tit) Ho directs and supervises the work. 

(iv) He controls the business. 

(v) Ho bears the risk. 

The Entrepreneur in a Joint-stock Company. The directors or manag¬ 
ing agents are the entrepreneurs. But they do not supply the whole capital and, 
therefore, do not take the entire risk. The risk is borne by the shareholders who 
exercise no control. Thus ownership and control have been split up. 

Who can be a Successful Entrepreneur ? He must possess the 
following qualities : 

(i) Qualities of leadership. 

(it) Knowledge of business. 

(it*) Courage to face bad times. 

(it>) He shoula be cautious, and still take bold decisions sometimes. 

(v) Practical common-sense. 

In short, he should le a business genius. 


CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. Why do you regard enterprise or organisation as a separate factor of 
production ? 

2. What are the functions of an entrepreneur ? Who performs these Junc¬ 

tions in the case of modern big business corporations and in the case of public enter¬ 
prises, and with what success ? * j 

3. What is the nature of the services performed by the entrepreneur an 

how is he rewarded ? [See Sec. 4.] (P.U. Mo) 

4. Who is an entrepreneur. What is his role in modern i 

du.lry t [Soo Sec*. 2 and 4.] (Bombay 1M) 

5 Define an entrepreneur. What are his Junction, ? Thmk of y>urc>Uege 
a, a graduate producing factory and name the persons who are ‘’“'epr^eurs, 

agers and labourers, etc. . .* , ^ 

6. Explain the importance of organisation and enterprise tn tejM*rn 

system of production. Do",you think there is lack of en,erpr.se 

rSce Sec. 3. Yes, there is a lack of enterprise. This is due to the 
lack of qualities which an entrepreneur should possess. See 

Sec. G.) 

7. What qualities go to make a successful entrepreneur ? Can you me - 
lion some persons in India who possess such qualities ? Name them. 

[See Sec. 6. Some of these names are Tata, Birla, Daim 
Singhania, etc.] 


CHAPTER XIII 


FORMS OF BUSINESS ORGANISATION 


What do yon like to be—a proprietor, a partner , a shareholder or a 

co-operator 


1. Introduction. We have completed the study of the four 
factors of production—land, labour, capital and, organisation. We 
have studied the various problems which arise in connection with 
their use in production. Now we propose to discuss the various 
ways in which business can be organised and run. 

In case you want to start a business, what possibilities are 
open to you ? You may start a business alone, or you may enter 
into a partnership with a relative or somo trusted friends ; or you 
may become a shareholder in a limited company, or you may become 
a member of a producers’ co-operative society. Besides these, there 
are some other forms of business too, any one of which you can 
adopt. 

The chief forms of business organisation are : individual enter¬ 
prise, partnership, joint-stock limited company, monopolies, co-opera¬ 
tive business, State concerns and municipal undertakings. We shall 
discuss these one by one. 

2. Individual Proprietorship. The common form of business 
organisation in India is one-man business. In agriculture and retail 
business, this form is the general rule. 

In this t ^I )e of enterprise, the individual entrepreneur supplies 
the entire capital (even if he has to borrow) ; he organises and super¬ 
vises the business ; and he alone is responsible for the results i.e 

gets profit or suffers losses. If necessary he can employ some per¬ 
sons to assist him. r 


This form of enterprise has certain advantages. The business 
is generally on a small scale and all the economies of small-scale 

marised below ^ chiaf may be Tus sTm 


' . ! a) f? 110 ® t \ e r *_ s k k entirely his own, the entrepreneur has the 
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waste materials or time or spoil machinery. y an 

(c) The customers are sent away fully satisfied This is rlim 
the keen personal interest that the entrepreneur akes £ L I 
ness. Even a small complaint can be promptly attended to ^ 

A employees can be kept happy and contented Thi. ; Q 

due to the intime personal relations that S between ! entre 
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preneur and his employees. He is in a position to treat them sym¬ 
pathetically. 

( e ) Overhead charges are low , for the staff maintaiaed by the 
individual entrepreneur is small. 

(/) The entrepreneur is his own *boss \ He is not to serve an¬ 
other s will. Such a typo of business suits capable businessmen of 
small means. 

(?) finally, it i3 easy to form such a business and simple to 
dissolve it. This is so because the proprietor is the only person 
concerned. 

But the individual entrepreneur has to face many serious diffi¬ 
culties. The following are the chief shortcomings of this type of busi¬ 
ness organisation:— 

(a) The resources are limited. The entrepreneur cannot expand 
his business to take advantage of increased demand. He is unable 
to avail of the opportunities of making profits due to lack of funds. 
His business will generally remain on a small scale. 

(b) No division of labour is possible. The entrepreneur has to 
look into every aspect of business single-handed, and ho may not be 
able to do it efficiently. All the advantages of division of labour are 
lost. 

(c) In spite of all efforts, such a business can yield only a 
small income. The resources are limited. Many profitable ventures 
are ruled out. 

(d) The one-man business cannot compete with a big business . 
Its life is, therefore, precarious. Any time its business may be 
snatched from it. 


(e) A country with small business is bound to remain econo¬ 
mically backward. It can never hope to attain industrial or com- 
merical leadership with such a small and primitive organisation. 
Not to speak of industrial leadership, it cannot oven occupy a 
respectable place among the economically advanced countries of the 


world. . 

Conclusion. In spite of these handicaps, the individual enter¬ 
prise is not likely to disappear. Entrepreneurs of ability do not like 
to enter into partnership to take up a job in public company. They 
prefer to run their business independently and bo content with small 
profits. Agricultural and retail stores must remain the sphere of the 

individual entrepreneur. 

3. Partnership. Sometimes the one-man business reaches 
such a stage of development that it becomes too unwieldy for one 
man to be able to carry on. The original entrepreneur may beeomo 
too old for work. It would seem essential then to take a y° un g® r 
person into partnership to prevent the firm from decaying. Ihe on - 
man business thus naturally devclopes into a partnership. 

Partnerships may also be formed to start a new business a to¬ 
gether. Two or more persons combine together to do►ousmes . 
Their mutual relations, their rights, and duties, the capi , 

to put in, the proportion in which profits and losses are to be sharea 
are laid down in the partnership deed. The agreement 7 
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down the aims of the partnership as well as tho manner in which it 
can be dissolved. The agreement may bo verbal or in writing. 

From the legal point of view, each partner is a fully authorized 
agent of the partnership, and every partner has the power to bind 
the other partners to any agreement that he may enter into. 
Each partner is responsible for the debts of the firm, not only to 
the extent of his share in the business, but to the full extent of even 
his private resources. In other words, the liability is unlimited. 

Limited partnership. There is also a type of partnership in 
which one or more partners can get their liability for the partnership 
debts limited to their share capital or to a fixed proportion of it. 
This is called a limited partnership. But the liability of all partners 
cannot be so limited. It is essential that there are some partners 
whose liability is unlimited. The partners with limited liability can 
not take active part in business. Thoy are called dormant or sleep¬ 
ing partners. 

Merits and Demerits of Partnership. A partnership 
has some obvious advantages over individual proprietorship. Tho 
partnership business is small but not too small. It enjoys all the 
advantages of small-scale business as well as some economics of 
large-scale business too. They are : 


(i) More capital. It commands large capital resources. As 
the liability of each partner is unlimited and all partners are jointly 
and severally responsible for the payment of debts, the creditors 
feel more secure about the money they may have advanced. Hence 
it is easier for a partnership to raise funds. They arc thus able to 
do business on a large scale reaping the economies of scale. 

A J rl Div ^ se talent. Partnership brings about a pooling of skill 
and ability. Diverse talents are at the service of a partnership, and 
a certain degree of specialization is possible among the partners. 
Specialization makes for higher efficiency. A looks after the store 

B is in-charge of the office and C runs tho factory. This division of 
labour is quite advantageous. 

“ ** '■ ut * * •» —..ct . 


(«’) Vigour and zeal. The partners work with great enthu 

“ . E jss;r g ssrs ;::!r d “* 
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backs?'”"* 8 ’ A partnershi P "»««» from the following draw- 
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(t) Unlimited liability . Since the liability of a partner is un¬ 
limited, he can bo held liable for the whole debt of the firm, not 
necessarily his own share. This frightens away the moneyed people. 
They are reluctant to join those who may have ability but no capital. 

Owing to unlimited liability, a partnership follows a timid 
policy. Each partner is anxious that the partnership should not 
run big risks and incur heavy liability, for any one of them can be 
called upon to pay the entire debt of the firm. 

(ii) Less work and more rvaste. It Is generally seen that a 
partner shirks work. Every partner tries to shift some work on to 
the other. But he wants to get the utmost out of the business. The 
partnership fund, being a common fund, is spent by every partner 
recklessly. Each partner tries to enrich himself at the expense of 
the firm. 


(m) Mutual dissensions. Misunderstanding generally arise and 
the work suffers. Quarrels among the partners are quite common. 
^No partner then pays any serious attention to business. 

(iv) No permanence. The partnership has to be dissolved in 
case of retirement, death, insolvency or insanity of any partner. 
There is thus no continuity of life in a partnership. 

(v) Money locked up. A partner is wedded to the partnership 
for ever. No partner can transfer his interest in the firm to any 
body else without the unanimous consent of the other partners. 

(ft) Insufficient funds. A partnership has generally insufficient 
resources for undertaking any manufacturing or business activity on 
a large scale. It thus suffers from the disadvantages of small-scale 
production and is unable to onjoy the economies of large scale. 

4. Joint-stock Company. The most important type of 
business organisation today is the joint-stock company. In fact, a 
business on a respectable scale can be organised only in this manner. 


A limited company is organised in this way. An entrepreneur 
•conceives a scheme of business ; he secures the co-operation of at 
least six more persons, for the minimum number of persons to form 
a company is seven. They take steps for the formation of the com- 
-nanv They draft a Memorandum of Association which contains tno 
name of the company, the location of the head office, its aims and 
objects the amount of share capital, the kind and va uo ° f shar ?®’ 
and a declaration that the liability is limited Articles of Assoc a- 
tion containing the rules and regulations of the company, are also 
drafted These two documents aro submitted to the Registrar 
Joint-stock Companies. If the Registrar is satisfied that the require¬ 
ments ofthe law have been fulfilled, ho issues a certificate of moor- 
poration. The company then comes into existence. 
p The promoters of the company then canvass for tho sale of 

arse sas jm-j. "-&ES «r-s: 

for the years when there is no profit. Iheir cuviata g 
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mulating. Or, they may be non-camalativc preference shares, 
in which case the shareholders will got dividend only for the year 
when the company has made enough profit to pay them. After the 
preference shareholders are paid at the fixed rate comes the turn of 
the ordinary shares for getting the dividend. Last of all rank the 
deferred shares. They are generally held by the promoters them¬ 
selves. They are a few in number. Whatever is loft of tho total 
profit, after other types of shareholders havo been paid, is distributed 
among the deferred shareholders, and it may happen to bo quite sub¬ 
stantial. This device is, therefore, adopted by the promoters of the 
company to keep to themselves the lion’s share of the profits. 

Besides raising capital by selling shares, the company may 

raise funds by the sale of debentures or bonds. The debenture is a 

document showing the loan taken by the company. Unlike the share- 

holders the debenture-holders do not tako any risk. Profit or no 

profit, they must get their interest. They are the creditors of tho 
company. 


their heh.i? d ^ rs H'®" ®, lect dlrectors to manage the business on 
shnrehnld f ' - Th !, dll '« etors 1 b ave to justify their policies before the 
S Id “ m the annual mooting. If the shareholders are not 

direetors’o^ I* 1 ' 76 ?" may ,. bo eIected in their P Iace - Tho board of 

issues Thi^av^ t h th ° gCneral P ° Hcy and di3CU3S “ ™j°r 
‘ ™®?' T da >- t0 - da y business is earned on either by the salaried 

cretary. manager, managing director, or tho managing agents.] 

The following is the structure of the company organisation : - 

Shareholders 


f“ 

Auditor 


Board of Directors 

_ I 


Auditor Executive Committee Rankers 

Gonoral Managers 

r-1..--- 

Dept. $ecoLing Production 

the fofr^tubUe°lS JmUnf^h COmpa ^ take 

submit certain statements and tho balan* S u Ch i®, com P an 3* has to 
Joint-stock CompanTes yeal lt ln 0 ^ ^1° Registrar of 

S.iT.t- , %S 1 ° ■ 

subscribed. 8tarted Un, ®“ ‘ b ® —-plw K haTbTen 

mitting certata! returns°to'the'Registrar '™ n ® C ® SSity of 8ub - 

trictions. It cannot issue a prosnectus Tk hCr ° are curtain res- 
shareholders is limited to 50 P P The maxunum number of 
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tvc can easily notice some essential features which distinguish it from 
a partnership. 

(0 1 he number of shareholders in a company is very much larger 
than in a partnership. It may run into thousands, and they are 
scattered throughout the length and breadth of the country, some¬ 
times the world. Tho number of partners, however, is generally very 
small and the contact between them is close and continuous. 


(it) The financial resources of a joint-stock company arc much 
larger. No partnership can collect so much capital. Since the part¬ 
nership cannot sell shares, it has to depend on its own resources. 

(Hi) The liability is limited in a company, whereas it is 
unlimited in the case of partnership. A partner can he called upon 
to pay the entire debt of the business ; even his private property 
can be attached. But a shareholder’s liability is limited to his share 
capital. 

(tv) The company is a legal person and, as such, it can sue and 
' be sued upon. In the partnership, the partner can sue and be sued 
upon personally, and not in the name of tho firm. 

(v) The. existence of a limited company has a legal sanction. It 
is brought into existence according to an Act of the State and works 
under the supervision of law. The partnership comes into tho grip 
of lav/ only when the law is invoked against it. The partnership can 
engage in any lawful business. But a company cannot go beyond 
what has been laid down in the Memorandum of Association. 


(vi) A company has a perpetual existence. The retirement or 
death of a shareholder or a director cannot bring about tho dissolu¬ 
tion of a company. But a partnership comes to an end when a 
partner retires, dies, or if he becomes insane or bankrupt. 

(in) Personal relationship is of no importance, in a company, 
whereas it is vital in a partnership. This is shown by tho fact that 
a shareholder may sell his shares without tho consent of the com¬ 
pany. But no partner can transfer his interest in tho firm to another 
person without the consent of all other partners. 

(t-m) In a partnership, the owners themselves manage the 
business. In fact every partner has a right to take part in business 
management. But in a company the shareholders who are tho 
owners of the company, entrust the work of management to a board of 
directors. Ownership 'is thus separated from control. 

0 Advantages of Join‘-Gtock Organisation. Let us now 
enumerate the merits of tho joint-stock typo of organisation. 

(i) Economies of large scale. Tho large financial resources of 
tho company enable it to undertake business on a scale large enough 
to enjoy internal and external econom es of production Ik so 
economies are: use of modern machinery, division of labour, 
economies in buying and selling, lower overhead charges relating to 
distribution, publicity and administration, research and experiments, 


(it) Limited liability. It is great advantage to have the lia¬ 
bility limited. Tho shares are of different kinds and the value of 
each share is quite low. This attracts all sorts of people, rich and 
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poor, rash and prudent, to invest their capital. Large funds can 
thus easily bo raised which would not have been possible if the 
liability were unlimited. 

(Hi) Share transferable. A shareholder can sell his shares when¬ 
ever he likes. He is not tied for life to the fortunes of a company. 
When he needs money ho can get it by’- selling his shares. Thus tho 
investment is quite convenient. 

(av) Ecotiomical administration. Tho directors have not to bo 
paid salaries but just a fee for attending the Board meeting. Thus 
the company can get the advice of people of mature wisdom and 
ripe experience at a small cost. The administration is, therefore, 
economical. 

(v) Democratic. The directors can be removed by the share¬ 
holders, if they are not found satisfactory. Tho company is, there¬ 
fore, a democratic administration. It is the will of tho general body 
of the shareholders that is supreme. 

(vi) Permanent existence. Tho company has a perpetual exist¬ 
ence. Any number of shareholders may leave it, but the company 
continues. It can thus afford to launch enterprises which may reach 
tho stage of profit-earning after a long time. 

(m) Thrifit encouraged. By affording opportunities of invest¬ 
ments oven to men of small moans, tho company organisation encour¬ 
ages thrift and saving. This typo of organisation is a great aid in 
capital formation. 


(viii) Legal control. The Government exercises control over 
working of the company. It has to conform to certain legal re¬ 
quirements. The object is to prevent fraud and to proteot tho in- 
terests of the shareholders and the public at large. 

J A■ . { j X \ Risk3 s P rc °d out. This type of organisation enables the 
individual investor to spread out his risks. Instead of starting a 

business of his own, he can buy the shares of a number of joint-stock 
companies. Ho need not put all his eggs in one basket. 

fnrm ^f h i eSO are SOm ° th ° advanta ® e8 aS80oi ^d with johlt-stock 
form of business organisation. 

o .• 7 ;^ Disadvan tages Of Joint-Stock Organisation. As 
bac^too • advanUgeS montioned obove, there are certain draw- 
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(tv) The shareholders are exploited by dishonest directors. 
Frauds are common. This frightens away tho prospective investor 
and capital becomes shy. 

(r) A company lacks the adaptability and vigour of a partner¬ 
ship. It is a slow-moving machine. Quick decisions are not possi¬ 
ble. This form of business organisation is thus more suited to 
businesses that can be reduced to a routine. When quick decisions 
are necessary, it is not suitable. 

(*i) The owners of the company, i.e., the shareholders, have no 
personal touch with the employees. This impersonal and unsym¬ 
pathetic role results in employees being often exploited in the name 
of the shareholders. There are often labour troubles. 

Weighing advantages and disadvantages, we can say that on 
the whole a joint-stock company is raoro desirablo and more benefi¬ 
cial. This form of business has come to stay and no country can 
do without it. First class businesses can be run only in this form. 

8. Monopoly. A joint-stock company sometimes grows so 
big that it becomes a monopoly and dominates the whole market. 
At other times monopolies are consciously created by the producers 
of a commodity combining together to avoid competition among 
themselves. 


What is Monopoly ? Monopoly moans absence of competi¬ 
tion, complete or partial. Sometimes a businessman alone, or 
jointly with others, comes to control tho bulk of the supply of a 
certain commodity. Ho is in a position to influence tho price. In 
such circumstances, monopoly is said to have come into existence. 
When a firm has no rival in the field, it constitutes a monopoly. It 
is the solo supplier of such goods. It can regulate output and 
is in a position to fix the price of the goods in question. But just as 
perfect competition is non-existent absolute monopoly i3 also rare. 
There is always some competition, actual or potential. 

Types of Monopolies. The following are tho main types:- 

(a) Legal Monopoly. Tho monopoly in this case results on a 
legal right, like a patent or copyright. A manufacturer gives a name 
to his product and gets it registered. None else can sell a similar 
article under that namo. It is a caso of legal monopoly. 

(b) Natural Monopoly. This type 'of monopoly results from 

control over some natural resources, or because a certain y 

is to be found in a certain part of tho world only. India and iak s- 
tan together have thus got a monopoly of jute, Africa of diamonds, 


and so on. . , 

(c) Social Monopoly. This term is used in connection with 

public utility services like gas, electricity railways, trams, . 

These are given monopoly rights on social ^nsid^ o . 

example, it is obviously uneconomical, from the s0C ^ 1 ^ int D °L and 
to have two rival railway companies operating between Delhi 


Amritsar. 

(d) Voluntary Monopolies. 
businessmen voluntarily. They 
remove competition from among 


These monopolies are formed by 
amalgamate their businesses to 
themselves. Thus they roap mono- 
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poly profits. In 1936, the A.C.C. (Associated Cement Company) was 
established by the amalgamation of the existing cement companies 
in India It is with this type of monopoly that we are mostly con¬ 
cerned in Economics. Such monopolies are called combines. These 
types of combinations arc based on the following terms :— 

(t) They may fix a minimum price and regulate other condi¬ 
tions of sale. 

(«) They may reduce or regulate output of the member- 
companies. 

(m) They may divide the market among themselves. 

9. Different Forms of Combinations. Tho following chief 
forms of combinations may be noted : — 

(а) Trusts. In this case there is a complete merger. Tho 
companies forming the combination cease to exist, and an entirely 
new concern under a new name is formed, e.g. t A.C.C. in Indian 
cement industry. 

(б) Cartel. There is no complete fusion in this case. The firms 
joining the combination keep their separate individual existence. 
They agree to observe one or more of the terms enumerated in the 
above section. This combination is temporary, and lasts only so 
long as it suits the member-firms. It is not permanent like a trust. 
Indian sugar syndicate was an apt example of this. 

( c ) **°M* n 9 com V an y • When one company buys tho majority 

ol the shares of another company in order to control its affairs, it is 

caUed a holdmg company. The company controlled is called a 
subsidiary company. One holding company may control the policy 
and production of many subsidiary companies. 

In addition to the above, businessmen form rings and pools to 
a Xr act customers or sell their products at higher rates. Sometimes 

scarrttv^f? be<m to Corner su PP lies to create an artificial 

scarcity ot some commodity to get extraordinary profit. 

(rpnornUxT . Ad y a “ ta g es of Combinations. These combinations are 
joint-stock organisations and conduct business on a very 

comnanv th * US &U th ® advantft S es of tho joint-stock 

Hf/’ and a j 30 ei W a11 the economies of large-scale production. 
Tho following advantages may be noted : 

Out-of ( L^ U ? i0n carried on in tho most modern factories. 
Out-of-date machmery is scrapped. Hence production costs are low 

ductiontein^lai™ SU ? ply rr°i f the commod ity is assured when pro¬ 
duction is on a large scale. The customers remain satisfied. 

experiments^ 0 ^ a “ s ° n researcb and 

brmg large profits 7 neW pr0CeSSes or new materials may 

the USe - ThiS ' 0W6ra 
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(7) Output can be regulated according to the conditions of the 
Jnarket. Stocks do not accumulate nor is the market starved. 

(8) A combination has resources large enough to face bad 

times. It is, therefore, more stable. It will not collapse on account 
of losses. 

(9) Wasteful and cut-throat competition, which is socially 
undesirable and economically unnecessary, is avoided. This means 
a great saving. 

These are some of the benefits of a monopoly ora combination. 

11. Evils of Combinations. The monopolistic combinations 
are not without certain evils which are : 


(1) The business becomes too large and unwieldy. It cannot 
take quick decisions. 

(2) Free from the fear of competition, the producers become 
indifferent, and do not try to make improvements. The business 
stagnates and ultimately goes down. 

(3) Rivals are unscrupulously crushed. Unfair methods are 
used to beat rivals. It is a national loss that entry into business of 
new people is discouraged. 

(4) New entrepreneurs are not allowed to enter the field. The 
industry is poorer for that. 

(5) Introduction of new machinery is put off for they are not 
willing to throw away their existing machines. This also moans 
delaying improvements. 

(6) Customers are treated with discrimination. Some are 

favoured at the expense of others. This causes irritation and 
discontent among many. * 

(7) Customers are exploited by being charged higher prices. 

This is unfair. 


(8) The factors of production are paid less reward than they 
would have got if there were other entrepreneurs m the field wiio 
would require their services. This is unjust. 

(9) There is danger of corruption and bribery. The Ie o' s,ftt0 ” 
are bribed to get laws passed or modified in their favour. Thi 


the experience of America. 

(10) A combination generally suffers from over- 
The capital is not fully covered by tangible assets, 
sheet is, therefore, misleading. 

These are some of the real evils of a monopoly. 


capitalization. 

The balance 
The people in 


general do not like the monopolists. . 

12. Monopoly versus Competition. We have 
above the merits and demerits of monopoly. Monopo y ^s opp 
competition. Which is the better of the two ? To-doc.de this, 
should note the merits and demerits of competition too. 

Merits of Competition. (1) The producers remain. alert._New 
methods of production are adopted. Technical prog 7 P 

up. If there were no competition, producers will bocom .y. 
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(2) When the producers try to undersell one another, the con¬ 
sumers gain. Prices fall and cost of living is lowered. 

(3) Better and cheaper products aro placed in tho market. It 
is a gain to tho country as a whole. Foreign markets can be cap¬ 
tured. 

(4) There is no danger of unfair methods being adopted and 
rivals unscrupulously crushed. There is a fair field and no favour. 

It encourages honest business enterprise and talent. 

(5) There is no threat to the integrity of legislators from the 
bribes offered by big business magnates. It makes for purity ot 
public life and raising its moral tone. 

(6) Weak businesses are weeded out. In the strugglo for 
existence there is the survival of the fittest, and the society is better 
off for this struggle. Industry is improved. 

(7) Competition brings about adjustments in tho economic 
sphere. It is really competition which makes tho working of capi¬ 
talist economy possible. If wages are too low, it is believed com¬ 
petition among employers will pull them up. If prices are too high, 
competition among producers will bring them down. This is tho 
case in every sphere of economic activity. All economic theories are 
based on the assumption that thero is free competition. 

It is on such grounds as above that freo competition is advo¬ 
cated. 

Demerits of Competition. (I) It is wasteful and uneconomic. 
Where one shop should bo onough there are one dozen shops. 

(2) Expense on publicity and advertisement is a drain on 
society. They often misrepresent and mislead the simplo-mindod 
consumer. 

(3) The doctrino of tho survival of the fittest brings human 
beings down to the level of beasts. In the struggle for existence, 
often the crooked and the cunning feed on the honest and the 
eimple. Those who survive may not be socialty very desirable. 

(4) Competition leads to over-production and unemployment. 
It is competition which is the cause of over-rccurring booms and 
depressions. 

(5) Cut-throat competition damages industry without confer¬ 
ring any permanent benefit on society. It results in loss of valuable 
capital and gives a setback to industry. 

Conclusion. Tho evils of unfettered competition lead to mono¬ 
poly or combination. It is generally admitted that competition is 
wasteful and uneconomic. The general tendency in the industrial 
world has been towards combinations. Now combinations are not 
regarded injurious, as it is possible to control them. The society is 
immensely benefited from the resulting economes. It must he noted 
that the advantages of competition are reaped most when compe¬ 
tition is really free, and buyers and sellers are aware of the market 
conditions. 

13. Co-operative Organisation. we have studied indi. 
vidual proprietorship, partnership, joint-stock companies and mono 
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oreini-^fn® ?t D ° W COme to another form of busincsB 

™ n 1 ' C r p / ratl ™ enterprise. Co-operation is of two 
types, namely, (1) Producers’ co-operation, and (2) Consumers' 
co-operation. 

Producers' co-operation. In this form of co-operation, the 

workers wish to bo their own masters. The business is owned by 

them. I hey elect their own managers and foremen. They are 

their own employees. The profits, if any, are divided among them 
&1J, 


The scheme is very attractive. The “accursed” entrepreneur 
is done away with and the profits, instead of enriching a few indi- 
viduals, go to the actual workers. Nothing could be more attractive 
and fairer than this. The workers are supposed to put in very hard 
work ; there are no strikes or lock-outs. Co-operation is educationally 
and morally useful. It encourages thrift among the workers and 
prevents them from being exploited. It teaches them how to run a 
business and to work in a team spirit. 

But co-operative enterprise has proved impracticable. It has 
generally failed. The members are not able to raise sufficient capital 
and employ good managers. The workers show lack of discipline. 
Bickerings are common. The workers have powers, but lack the 
sense of responsibility. They cannot make success of a business. 

Consumers' co-operation. The consumers living in a particular 
place, or working in an establishment, combine together. Each 
contributes a small capital. A store is opened in which articles of 
common use are stocked. Such co-operative stores are found in 
many colleges in India. Usually goods are sold at market price, and 
profits distributed among the shareholders. 

This form of co-operation has been very successful. The con¬ 
sumers feel deeply interested in their own store and extend to it 
their unfailing patronage. Not much capital is needed. The mana¬ 
gement is simple and honorary. There is legal control and inspec¬ 
tion which keep these societies straight. 

The drawbacks of the consumers’ societies are that they cannot 
finance expanding business. They offer very little selection for 
the consumers. The honorary office-holders do not take pains. 
Besides being inefficient they are sometimes dishonest. Still the 
co-operative stores are very common and fairly successful. 

Other forms of co-operation. The principles of co-operation has 
been given a very extended application. Co-operative societies have 
been formed for a number of purposes. 

Primary co-operative credit societies exist in our villages. 
They are meant to help the small villagers with loans for useful pur¬ 
poses. The aim of such societies is not merely to supply the mone¬ 
tary needs of the farmers, but also to teach him self-help and tlmlt. 
These village societies, when they need more money are helped 
with loans from the central co-operative banks in the district towns 
which, in their turn, are aided with funds by the State co-opera 

bank. 
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Besides such co-operative credit societies in the villages, there 
are co-operative societies for all sorts of purposes, credit and non- 
credit, e.g., for running schools and libraries, for killing mosquitoes, 
for purchasing seeds and cattle, for sale of milk, ghee, fruits, sugar¬ 
cane, for consolidation of holdings, and what not. Similar societies 
are found in urban areas too. The membership of the urban societies 
is larger, and profits are distributed among the members. 

Co-operation can bo of great service to an agricultural country 
whore the people are poor and live in villages. The lessons of self- 
help and thrift, as taught by co-operation, would revolutionize their 
way of life. The small man’s strength lies in uniting with others. 
The middleman, who eats away his profit, is eliminated through 
co-operation. 

Great emphasis is put on the development of co-operatives in 
India’s Five-Year Plans. It is intended to broad-base Indian 
economy on a great co-operative commonwealth. Both in agricul¬ 
ture and industry co-operatives are expected to play an important 
role. According to the Nagpur resolution of the Indian National 
Congress (1959) service co-operatives are to be created within three 
years for helping the agriculturists. 

14. State Enterprise. Wo finally come to a form of orga¬ 
nisation known as State or Municipal enterprise. Here the Govern¬ 
ment, or a local body like a municipality or a district board, runs a 
business. This is generally done in the case of public utility services 
like gas, electricity or water supply, or bus service. 

The following advantages are claimed for the State enterprise : 

(1) Profits go to the Government, and are utilized for the 
benefit of the society at large. Nation-building departments can bo 
liberally financed from the increased resources. 

(2) Purity of the supply is guaranteed. Thore is no incentive 

for adulteration for a Government official as there is for a private 
businessman. 


(3) Government has ample funds and can borrow more if 

needed, in the money market at low rates. This would lower cost 
of production. 

(4) The best talent is attracted towards Government service. 

there f 0re > - superior stuff. The busi¬ 

ness, therefore, will be run better. 


n, . „ (5) Government; enterprise is more amenable to popular control 

SSSoSS forU ■ 0 aUowcd 40 g0 ™* n * “ “ 

. ,. (G > Government can afford to wait, long for an enterorise to 
yield profit. Private enterprise will not be attracted towards these 

!Zched. ,g bU8meS3 V " 3 ’ Uk ° woTs, Vn be 

g~. “.S"”'' •**•**■ Th »" - 
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receives no courtesy. We in India have a bitter experience of State 
control in business. 

(2) The Government servant has not the same incentive to do 
his best as a man in private service. In Government service, promo¬ 
tion is by seniority, and not by merit. Why should a Government 
servant worry his head ? 

(3) There is little check on extravagance and inefficiency. The 
Government has got a long purse to draw upon. Taxes can be in¬ 
creased to cover losses. There are no shareholders to question the 
directors in the annual meeting. 

(4) Frequent transfers of Government officials are harmful to 
successful enterprise. There is no continuity in policy and the busi¬ 
ness may bo suddenly dislocated. 

(5) The Government business is all routine, and there is little 
initiative. Business of a pioneering type cannot bo attempted. 
Economic progress is, therefore, slow. 

In under-developed countries, the public sector (t.e., State 
enterprise) has to play an increasingly expanding rolo. It has a 
special role to play in creating an infra-structure of social overhead 
capital like means of transport and communications. These projects 
need huge capital, but since they are not productive in the narrow 
sense, private enterprise is not attracted to them. But they are of 
vital importance to the development of the economy. Hence they 
have to be undertaken by the State. Similar is tho case with big 
enterprises like iron and steel works, ferlitizor factories,^ machine 
tool factories, etc. Hence State enterprise assumes special impor¬ 
tance in an under-developed or developing coonomy. In India 
according to industrial policy first enunciated in 1948 and later 
restated in 1956, a number of industries arc exclusively reserved 
for the public sector. Even in tho sphere reserved for tho private 
sector, the State can step in if tho private sector is not showing 
sufficient progress as required by the country's needs. There is 
also a wide field in which both private and public sector can start 
enterprises. This policy is being given effect to by tho Indian Five- 
Year-Plans. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER? 

Different Forms of Easiness Organisation; 

( 1 ) Individual proprietorship. 

( 2 ) Partnership. 

( 3 ) Joint-stock companies. 

( 4 j Monopolies. 

(G) Co-operativo enterprise. 

( 6 ) Government and Municipal enterprise. 

Individual Proprietorship. It is ono-man business, Ho supplies t 10 
capital, carries on tho business by himself and takes tho entire risk. 

Its tncrils : 

(i) Groat incentive for hard work. 

(it) Cl086 suporvisio'n means goo:! quality at low costs. 

(t»{) Customers fully satisfied. 

( iv) Employees kept contented. 

(v) Low overhead charges. 



i 


FORMS OF BUSINESS ORGANIZATION 


157 


{vi) He is his own boss. 

(mi) It is easy to start and wind up this business. 


Its demerits : 

(») Limited financial resources. 

(tt) No scope for specialisation. 

(ttt) iSmall income. . . 

(iv) Its existence is precarious in face of competit ion from big business. 

(t;) A Bmall business means economic backwardness. 

Conclusion. Although the trend for modern businesses is to bo carried on 
a large scale, yet this form of organisation is not bkoly to diwtppoar. In. 
agriculture and retail t u sin css, it must remain. Tho entrepreneur likes to bo his 

own b(X p^ rtnersll . Two or more persons combine their capital and abilities. 
The partnership deed lays down their rcspoctive rights and duties. The liability' 


is unlimited. ..... ... 

Limited partnership is ono in which a partner can got his liability limited.. 
But all partners cannot do that. Some partners must have unlimited liability. 
Tho partner with limited liability is called a sleeping partner. Ho cannot ta..e 
any active part in tho business. 

Merits of Partnership 

(i) Largor capital than thei ndividual entrepreneur. 

(«) Diversified ability. 


(in) Vigour and zeal. 

(tv) Prompt decisions possible. 

(v) Personal relations with the customers and tho employees. 
Demerits of Partnership : 


l») Unlimited liability. 

(it) Less work anti moro waste. 

(iit) Mutual dissonsiens. 

(tv) Partnership has a short life. It comes to nn end on retirement oj* 
bankruptcy or insanity of partner. 

( v) No partner can leave businoss without the other partners* consont. 

(w) Insufficient capital. 

JoLnt-stock Company. A least seven mon havo to apply for registra¬ 
tion as a joint-stock company. Thoy form the company, sell shares —ordinary, 
cumulative preference or non-curaulative preference, and deferred shares. Thoy 
also sell debentures or bonds. Tho directors elected by tho shareholders oarry 
on tho business. 

Public Limited Company. No maximum limit to the number of share¬ 
holders ; tho minimum is seven. Some statements havo to bo submitted to tho 
Registrar. Buainoas cannot bo started unless a minimum capital has boon 
subscribed. 


Private Limited Company. The number of members ranges between 2 
and 50. It need not submit roturns to tho Registrar. There aro no restrictions 
on starting business, but it cannot issuo a prospectus or invito tho public to buy 
shares. 

Contrast Between Joint-stock Company and Partnership : 

(t) Number of participants in business is larger in a company than in- 
partnership. 

(*») A company has largor flnanoial resouroes than a partnership. 

(m)*In a oompany the liability is limited ; but in partnership It is un¬ 
limited. 


(iv) The company is a legal person apart from the shareholders. A part¬ 
nership has no existence apart from tho partners. 

(v) A company must work within the aims and objects laid down in the 

memorandum ; a partnership is free to do any business which is not 
illegal. 
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(vi) A company lias a perpetual existence ; but partnership is short-lived. 

(vii) A partner cannot leave tho partnership without the consent of the 
other partners ; a shareholder can 6ell his shares whenever he likes. 

(tnii) The partnership is managed by owners, tho company is managed by 
the salaried employees. 

Advantages of Joint-stock Organisation : 

(*) Economies of large-scale production, both internal and external. 

(**) Largo funds can l>© raised as liability is limited, 'ihe shares are of 
different kinds and they are transferable. 

(n’t) The shareholder is not tied to the business for ever. 

(tv) Management is economical as tho directors charge a small fee for 
attending a meeting of the beard. 

(v) It is democratic as the undesirable directors may not be ro-electod. 

(vi) It can afford to invest money where profits will come after a long 
time ; having perpetual existence it can wait. 

(tnt) It encourugos thrift and saving by opening avenues for investment. 
(viii) The legal control of tho Government minimizes chances of fraud. 

(wc) The investors can spread out the risks. 

Disadvantages of Joint-stock Organisation : 

(t) The liability being limited, rash schemes may bo launohed. 

(ii) Tho shares being transferable, the shareholders become indifferent. 

(in) It is democratic only in name for shareholders actually find it diffi¬ 
cult to remove the directors. 

(tv) Dishonest directors exploit the shareholders. 

(v) The company lacks adaptability. 

(vi) No personal touoh with tho employees. 

Monopolies. Monopoly implies absence of competition, partial or 
complete. 

Kinds of Monopolies : 

(а) Legal monopolies, e.g., patents and copyrights. 

(б) Natural monopolies, c.g., jute in Bengal. 

(c) Social monopolies, e.g., gas, electricity, railways, etc. 

(d) Voluntary monopolies, e.g., ttuste and cartels. 

Methods of Combinations : 

(t) To Gx minimum price and torms of sale. 

(it) To reduco or regulate output. 

(tit) To divide markets. 

Different Forms of Combinations. Trust. Completo unification of 
eomo concerns under on** name. 

Cartel _Agreement for a special purpose ; no complote amalgamation. 

Corner— Attempt at controlling the entire existing stook. 

Ring— Combination of shipping companies. 

Pool _Agreement to dispose of tho available supply at fixed prices. 

Holding Company—A. Company which acquires oontrol ovor another 
concern by buying a bare majority of its shares. 

Advantages of Combinations : 

(t) Production concentrated in tho Inst oqaipped wor..s. 

(a) Economics of large-scale production. 

(Hi) Saving of advertisement cost. 

(to) Regular supply of commodity assured. 

(v) Largo amounts can bo spent on research and experiments. 

(vi) By-products utilized. 

(vii) Output adjusted to demand. 
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(y»ii) A combination can face bad times. 

(ter) Wasteful and cut-throat competition avoided. 

Evils of Combinations : 

(t) Business too largo and unwieldy. 

(it) Producers become lothargic as competition is absent. 

(tit) Unfair methods adopted to crush rivals. 

(iw) New entrepreneurs discouraged from entering buisnosa. 

(w) Inventions and technical progress hold up. 

(t?i) Some customers favoured at tho expense of others. 

(vii) Consumers ore exploited. 

(yiii) Factors of production get lower remuneration. 

(ix) Dangers of corruption. 

(x) Over-capitalisation. 

Merits of Competition ; 

(i) Tho producers remain alert ; technical progress accelerated. 

(ii) The consumers gain, as’corapotition lowers prices. 

(iii) Better products aro placed in tho market by rival producers. 

(iv) No danger of unfair methods. 

(v) No danger of corruption. 

(vi) Weak business weeded out. 

(vii) Competition is on instrument of economic adjustments. 
Demerits of Competition : 

(i) It is wasteful. 


(ii) Cost of advertisement is an unnecessary drain on society 

(m) The doctrine of survival of the fittest is socially undesirable 

(»*) Tendency to over-production and doprossion. 

(v) Cut-throat competition may damago an industrv . 

any pormanent benefit on society 0 ^ ry Wlthout conferring 

Co-operative Enterprise : 

These are of two types : 

(i) Producers’ co-operation ; and 

(ii) Consumers’ co-operation. 

Producers' co-operation. Workers own r i ™ 
own managers and foremen. tae fttctor y- Tliey elect their 

Advantages ; 

(<) Workers have great incentive to work hard. 

(«) No strikes or lock-outs. 

(iii) Educative and morally benoficial 

(iy) It encourages thrift among tho workers. 

(v) It ends exploitation of tho workers. 

Its shortcomings : 

(i) Inadequate capital. 

(ii) Inefficient management. 

(iii) Lack of discipline. 

(*y) Quarrels of bickerings 

W Divorce between power nnd responsibility 
Consumers' co-operation T+ y> 

supply society. ’ means a consumers’ co-operative store or 

Its merits ; 


(. Sure patronage of the members. 

<«) Large capital is not needed. 

(...) Management is simple and honorary 
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Legal control and inspection. 

Its shortcomings : 

(i) Power centred in a few hands. 

(ii) Capital is insufficient for expanding bu6incs?. 

(m) Littlo selection for the consumers. 

(iv) Management being honorary is not sufficiently painstaking. 

(v) Inefficiency and dishonesty of management. 

Other forms of co-operation : 

(i) Agricultural credit societies and non-credit societies m Tillages, wni 
(it) in urban areas. 

State Enterprise : 

Theso arc Government undertakings. 


Advantages : 

(•/) Profits spent for the benefit of the society. 

(ii) Purity of supply is guaranteed. 

(ttt) Financial resources are largo. 

(iv) The Government can secure the best talent. 

(v) Moro amenable to popular control. 

(vt) The Government can wait long for profits. 

(vii) Consumers’ interests aro properly safeguarded. 

Disadvantages : 

(t) Tyranny of the bureaucracy. 

(ii) Government servants have not much incentive to do their best, 

(iii) There is little check on extravagance and in efficiency. The Govern¬ 
ment has not got to faco shareholders. 

(iv) Frequent transfers aro harmful to successful business. 

(t>) There is littlo initiative ; it is all routine. 

The public sector (t.c.. the State enterprise) is playing a loading role in 
the under-developed countries. 


CAN YOU ANSWER THESE QUESTIONS? 

7 Describe the different types of business enter } rises prevailing in Indto. 
and state which type of enterprise is the mosLprominent m your State. _ pjj jg ^ 

fMention all types given in the Chapter. Soo Section 1.] _ 

2. Consider the advantages and disadvantages of the follounng types J 

ST™ < 6 > P rivaU P a ' lne, ‘ lli P’ < c > joint-stool: 

r «■» ~«- X.t^rSTi 

source of strength arul of weakness ta a jotnl-stock company. 

fMontion all types and sec Secs. 6 and 7.1 . ... t 

7 What is partnership ! Distinguish it carefully from a joined com¬ 
pany. How is a joint-stock company formed T l-ee .cos .1. 4 ^ U .]I 


Or. 


Describe tU 

rrom 

vantage of this type of orj 0 f Joint-Stock Companies ? TTAy 
0. What are the Koneni.o organisation in advanced eap%UM 

have they become domman. form of huetru % (P.C7. Inter. 1961 

errantries ? Why do they need to be controlled ? V 
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7. What do you understand by Limited Lability T What advantages does 
a joint-stock company get from limited liability ? (Utkal Inter. Arts 1960 Suppl.) 

8 What is partnership t Distinguish it clearly from a joint-stock com¬ 
pany. How is a joint-stock company formed ? What are the merits and drawbacks 
of such a form of business organisation ? [See Sees. 3, 6 and 7.] (J. K. 1955) 

9. Describe the various forms of combinations among producers. 

[See Sec. 9] (O.U. 1921) 

10. Briefly mention the advantages and disadvantages of monopolies or 

combination. [See Soca. 10 and 11.] 

11. What are the advantages of monopoly ? Is it in any way harmful to 

the community ? [See Secs. 10 and 11.] (Delhi H.S. 1958 ) 

12 Discuss the merits and demerits of competition in the economic sphere. 

[See Sec. 12.] ( C.U. 1938) 

13. What are the principles of co-operative credit 1 (P.U. 1940) 

[It is democratic ; management is honorary ; it is based on the princi¬ 
ple of mutual help and solf-roliance. “Each for all and all for 
each.” It is valued for its educative and normal advantages. 

Also give a brief outline of producers’ and consumers’ co-operation.] 

[See Sec. 13.] 

14. Distinguish carefully between a joint-stock company and a co-operative 

society. [See Secs. 9 and 13.] (Delhi H.S. 1960 ; Delhi Prep. 1962) 

15. Describe the features of the co-operative form of business organisation 

and discuss its advantages. (Utkal Inter. Arts 1959 Suppl.) 

16. Briefly describe the system of co-operative production and account for 

its poor progress. [Soo Sec. 13.] 

11. What do you know about a co-operative store ? What are the types of 
advantages that accrue to its members ? Illustrate your answer from tlie working 
of any store that you know. [See Sec. 13.] (P.U. 1948) 

18. Account for the increasing scope of Stale undertakings, and indicate 
itheir advantages and drawbacks. [See Seo. 14] 


CHAPTER XIV 

THEORY OF PRODUCTION 

Costs and Returns 


1. Introduction. Having studied the factors of production and 
the forms of entrepreneurial organisation, we are now in a position 
to study the theory of production. In the theory of production, we 
shall discuss how the entrepreneur combines the various factors of 
production in the productive process and how the combination of 
factors produces different results in different industries. This gives rise 
to the different laws of returns. First, the Production Function. 

2. Production Function. In real life an entrepreneur wants 
to know how much of the various production factors, also called 
‘inputs’ (i.e., land, labour and capital) will be required to produce a 
unit of a commodity in a given time. He also likes to estimate the 
probable cost of production per unit. His study will indicate 
varieties of productive resources and their possible combinations. 
Much depends on the state of technical knowledge, size of the firm 
and the nature of its organisation, relative prices of the factors of 
production, etc. Production function is concerned with the physical 
aspects of production. It can be expressed as under : 

P =/("> c > d .) 

P is production. F is function and a, b,c, d .are the factors 

of production which are used in producing a quantity of the 
commodity. Each firm seeks a combination which gives the minimum 
average cost and the maximum aggregate profit. 

3. Laws of Production. We can study the effect on costs 
and returns of the expansion of an industry. As industry expands, 
in some cases the return per unit of labour and capital diminishes, 
in other cases it increases and in still other cases it remains the same 
as before, Corresponding to these three situations there are three 
laws of returns, i.e., the Law of Diminishing Returns, the Law of 
Increasing Returns and the Law of Constant Returns, ft e sha 

discuss them one by one. 

4 Law of Diminishing Returns. Every farmer 
by experience that generally if a particular piece ofdandl is_cuUiv d 
over and over again, it yields less than proportionate return, 
pverv vear more, and still more, units of labour and capital are put 
■ nto Y it, the successive return per unit does not increase, but actually 

decreases. 

Dr. Marshall states the law thus : 

smssm&n 

a 8= 

1 1 162 
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tities, which we call “doses’’. Suppose each dose of capital and 
labour costs him Rs. 25 and the return to each dose is as follows : — 


1 

2 

3 

Dose Applied 

Margnial Return 

Total Return 

in maunds 

in maunds 

1 

12 , 

10 

12 

2 

22 

3 

8 

30 

4 

5 

35 

0 

5 

40 

G 

• • • 

40 

7 

-5 

35 


It appears that as more doses are applied, the marginal return 
(*•«•, the additional return) goes on decreasing. The second dose adds 
10 maunds, the third 8 maunds, the fourth 5 maunds, and so on 
(see column 2 ). 

The total return no doubt goes on increasing, but it should be 
carefully noted that it does not increase proportionately. For 
example, when the first dose of Rs. 25 is applied, the yield is 
12 maunds and when two doses are applied, the total return is 
22 maunds and not 24. It does not become double, because the yield 
of the second dose is not equal to that of the first. The increase is 
less than proportionate. We can say that the total return increases 
but at a diminishing rate. 

We may also notice that even the total return begins decreas¬ 
ing at a certain stage. The stage of diminishing returns in the case 
of total return, however, comes much later, and if the farmer is 
prudent, it may never come. The 6 th dose makes no addition to the 
total, and the 7th even decreases it. It seems that at this stage too 
many men or too much manure has been applied so that, instead of 
doing any good, they have done harm. 

follow ^ 6 ab ° Ve iUustration ^ be represented diagrammatically as 


Along OX are represented doses applied, and along OY the 
marginal returns corresponding • 6 

to each dose. As more and more Y| 
doses are applied, the marginal , 2 P 
return falls. Hence the curve N. 

slopes downwards from left to io \ 
right. At the 6 th dose, the 's. 

marginal return is stationary, § 8 \ 

at the 6 th it is zero, and at the ^ g \ 

7th it is negative. ^4 5 \ 

The law of diminishing \ 

returns can also be called the \ 

law of increasing cost. When \ 

increased investment of labour _ \ 

and capital results in less and 0 ' 2 3 4 5 A 7 -: 

less production, it means that \ * 

the cost of production per unit D0 ^ OF capital 6 - LABOUR \ 

goes up as industry is expand- V 

ed. This is the law of increasing ~^ 

COSt. Diagrammatic Representation of 


fl 

Diagrammatic Representation of 
Diminishing Returns . 
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5. Limitations of the Law of Diminishing Returns. In 

Dr. Marshall’s statement of the law given above, the phrase *i» 
general ’ is significant. It means that the law applies generally , but 
may not apply always. The following exceptions may be noted : — 

(1) New land, just brought under cultivation, will go on im¬ 
proving with the application of labour and capital. Thus for a few 
years in the beginning, the returns will be more than proportionate. 
The marginal .returns will increase instead of decreasing in the 
beginning. 

(2) Sometimes the capital applied to land may have been 
insufficient. For some time, therefore, increased application of capital 
may bring in more than proportionate returns. In this case also, 
the marginal return will go up at first instead of going down. 

(3) If improved methods of cultivation are applied, then, too, 
the marginal return will increase instead of diminishing. 

But these are only temporary checks ; ultimately the law must 
operate. 

When different laws of returns are found to operate at different 
times, the figure will be shown as below : 



Doses oj Capital and Labour on acres of lend. 

6. Law of Diminishing Returns in the Intensive and 
Extensive Forms. We have already seen what intensive cultiva¬ 
tion and extensive cultivation mean. The law of diminishing re urns 
operates in both cases. If more and more labour and capital 
applied to the same piece of land, the return per dose d.mimsnes 
after some time. Thus the law applies to intensive cultivation. 

But if, on the other hand, the farmer brings more and more 
land under cultivation, even then the returns will decrease .It > * 
either, because the new land is inferior (otherwise itwouMlmve 
been cultivated first), or because it is farther away and the cost m 
transport increases the cost of production. Thus the aw a P 
where cultivation is carried on extensively. 

The diagram on the previous page representsi the law mt^e 

intensive form. But the same diagram can e ro j a ] on g 

the extensive form too, if instead of the doses being 
OX, we measure acres of land. 
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7. Application of the Law of Diminishing Returns. Wo 

have discussed the law of diminishing returns with reference to 
agriculture. But its application is not confined to agriculture alone. 
It applies equally to other extractive industries like fishing, mining 
and quarrying. It begins operating even in manufactures, if they 
are expanded beyond the optimum point. 

Dr. Marshall has pointed out that the part which nature plays 
conforms to diminishing returns and the part which man plays brings in 
increasing returns. It is argued that nature is supreme in agriculture, 
whereas man dominates in manufacturing industries. The inference 
is drawn that in agriculture man’s ingenuity is held in check by 
nature, and ho feels helpless. It manufactures, however, man is 
free to organise business, and introduce new economies undisturbed 
by nature. The work in the factories can go on continuously and 
nature cannot interfere. Man is the master. Hence thero aro 
increasing returns. 

Broadly speaking, this is true. The law of diminishing returns 
operates in agriculture and that of increasing returns in manufactures 
generally. But from the limitations of the law of diminishing returns, 
we have seen that even in agriculture, under certain circumstances, 
the law of increasing returns may operate. In the same manner, the 
law of increasing returns does not always operate in industry. If the 
industry is extended be 3 *ond the optimum point, the returns will 
diminish instead of increasing. Hence this statement is not always 
true. 

Correctly speaking , increasing and diminishing returns are two 
aspects of one and the same law. They apply both to agriculture and 
industry only at different stages. 

m 8* Why the Law of Diminishing Returns Operates in 
Agriculture. There aro several reasons why the law of diminishing 
returns applies more generally to agriculture. They are : 

. (J) Agriculture is largely under natural influences like climate, 

rainfall and weather conditions. The best human efforts may be 
neutralized by adverse natural influences. 

( 2 ) There is a very limited scope for the use of machinery in 
agricu ture. Thus economies which result from the use of specialised 
machinery cannot be secured here. 

(3) The scope for division of labour is also limited. Hence the 
~ ^ CS ^ ivisi0n °f labour aro lost and diminishing returns 


and ftntLr^^ CU - tU j^i°^f ra ^ 0ns are s P rea ^ over a very large area 
and supervision is difficult. This reduces the yield. 

part of 5 tho vear ^ T? 1 Iab( ? u F is j n . a state of enforced idleness for a 
the cost y ’ T 19 W ° rk 1S of intermittent nature. This adds to 

less. This °leads to e .^ bau3ted after some time and yields less and 
ah i ke °P erafclon °f the law of diminishing returns. 

to inferior land” S the returns* 1 * 7 If Novation is extended 

mean diminishing returns PW ^ deCrease ‘ This wil1 
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Agricultural yields are poorer in India than in other countries 
because rainfall is uncertain, methods of cultivation are inefficient, 
and the peasants are too poor to invest capital in land. Irrigation 
facilities are also inadequate. Hence the law of diininishiug returns 
applies to Indian agriculture with a special force. Until and unless 
these defects are remedied, the agricultural yield in India will not 
compare favourably with that of other countries. 

9. Law of Diminishing Returns in a General Form. 
We have discussed the law of diminishing returns with reference to 
agriculture. But the law is not peculiar to agriculture. It applies 
to industry, too,* under certain circumstances. Dr. Marshall’s state¬ 
ment of the law (given in Section 4) relates to agriculture only. But 
economists now give the law a much wider application. 

The law operates wherever the supply of an essential factor of 
production is limited. If an essential factor is so scarce that either its 
additional supplies cannot be had at all, or only inferior ones are 
obtainable, the law of diminishing returns must operate. We require 
all sorts of factors for production. If we can obtain some, and 
cannot obtain others, the proportion in which we combine the factors 
becomes defective, and the returns begin diminishing. Thus dimi¬ 
nishing returns result out of a defective or an unbalanced combina¬ 
tion of factors of production. 

Another way of putting the same thing is this : If variable 
factors are combined with a fixed factor, the return for the factors in¬ 
creased will diminish. Benham states the law thus : 
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simply because agriculture is subject to the law 
returns. If agricultural yield could be increased 
even one acre could, theoretically speaking, produce < 
the whole world. There would then have been no Malthus to pro¬ 
pound his theory of population. 

The Ricardian theory of rent is also based on it. Not only do 
the superior lands yield a surplus, but also the earlier doses of labour 
and capital yield higher returns than the later ones. This surplus is 
called economic rent, and is due to the operation of the law of dimin¬ 
ishing returns, both in the intensive and extensive forms. 

The marginal productivity theory of distribution also assumes 
that further application of the units of factors of production is sub¬ 
ject to the law of diminishing returns. Hence this law applies not 
only in production but also in distribution. 

Thus the law of diminishing returns has a very wide applica¬ 
tion in economic theory. 

11. Law of Increasing Returns. The law of increasing 
returns is the opposite of the law of decreasing returns. Where the 
law of diminishing returns operates, every additional investment of 
capital and labour yields less than proportionate returns. But, in 
the case of the law of increasing returns, the return is more than 
proportionate. 

The law can bo expressed in terms of costs too. Increasing 
returns mean lower costs per unit, just as diminishing returns mean 
higher costs. Thus the law of increasing returns signifies that cost 
per unit of the marginal or additional output falls with the expan¬ 
sion of an industry. As more and more units of the commodity are 
produced, the cost per unit goes on steadily falling. 

While discussing the law of diminishing returns, it was stated 
that the law operated because of the dearth or scarcity of one or 
more essential factors of production. Some factors cannot be in¬ 
creased while other factors are increased. The result is a defective 
combination of factors. There are, however, some industries where 
all factors required are available at any moment and in any amouut. 
Hence, whenever a combination of the factors becomes unbalanced, 
it can be set right. As a consequence, the law of increasing returns 
will operate in them instead of the law of diminishing returns. 

The law of increasing returns operates only up to the optimum 
point, t.e., the point of maximum return. As a business expands and 
moves towards the optimum the return per unit goes on increasing, 
t.e., the cost of production is falling. If the business is expanded 
beyond the optimum point, the profits will begin to decline, and the 
law of diminishing returns begins to operate. The law of increasing 
returns may then be stated as under : 

“As the proportion of one factor in a combination of 
factors is increased, up to a point , the marginal product of the 
iactor will increase. The phrase f up to a point ’ may be care- 
fully noted- The increasing return will be only up to a point. 
.Later, the return may diminish.” 


of diminishing 
proportionately, 
jnough food for 
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Suppose a hosiery manufacturer invests successive doses of 


Rs. 1,000 each in the production of 
given in the schedule below : 

pullovers and 

the results are as 

1 

2 

3 

4 

Doses 

Total 

Cost of production 

Marginal 

applied 

output of 

per 

output 

. (Rs. 1.000 
each) 

Pullovers 

Pullovers 

Rs. a. p. 

(Pullovers) 

1 

200 

5 0 0 

• • • 

2 

500 

4 0 0 

300 

3 

1,000 

3 0 0 

500 

4 

1,000 

2 8 0 

600 

5 

2,500 

2 0 0 

900 


This table makes it clear that as the manufacturer goes on 
enlarging his business by investing successive amounts of Rs. 1,000 
each, the total output goes on increasing (column 2 ), the cost of pro¬ 
duction per pullover goes on falling (column 3), and the marginal or 
additional output of each extra dose of Rs. 1,000 goes on increasing 
(column 4). 

We can show the above result with the help of a diagram too. 
The diagram shows the decreasing cost shown in column 3 above. 

Along OX are measured the total quantity of pullovers manu¬ 
factured, and along OY the cost of production per pullover. IR is 



the cost curve. It is clear that, as the scale of production increases 
the cost per unit falls. 

nomical. Tho cost of production falls winch means a 


return. . 

Why does the law operate in big manufacturing 

There are several reasons on account of w ic 
easing returns operates in manfactures . 


industries ? 

the law of in- 
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(1) There is a large scope for the introduction of machinery. 
What is more important is that it can be kept continuously at work. 
The result is that capital costs per unit of output are loss. 

(2) There is ample scope for the use of specialised labour. The 
result is a large output which means lowering of costs. This means 
increasing returns. 

(3) The manufacturing industries being generally on a larger 
scale, are able to realise economies of scale, both internal and ex¬ 
ternal. These economies relate to buying and selling, economy in 
administration, publicity and salesmanship, benefit, of research and 
experiments, financial, technical and managerial economies, etc. 

(4) Unlike agriculture, interruptions in work from natural 
disturbances, like changes in weather and seasons, arc on a minor 
scale. Hence there are no costly breakdowns. Production is smooth 
and economical which means increasing returns. 

(5) The operations are carried on within a small area so that 
supervision is easy and effective. There is little waste of materials 
and spoiling of machinery. Expert guidance and advice are always 
at hand. Hence production is carried on economically. 

It is on account of all these reasons that the law of increasing 
returns operates in industry. 

13. Law of Constant Returns. The law of constant 
returns is said to operate when the return remains the same as the 
business is expanded or contracted. Every additional investment of 
labour and capital yields the same return as before. Or, in other 
words, whatever the scale of production, the cost of the product per unit 
remains the same. 

Wo have said before that in certain cases, and when the business 
moves towards the optimum, the returns increase, and when it goes 
beyond the optimum, the returns decrease. But, if after having 
reachead the optimum point, the returns continue to be the same, 
they are said to be constant. 


The following table illustrates the law :— 


1 

2 

4 

Doses 

Total number 

Cost pe: 

1.000 each) 

of blankets 

blanket 


produced 

Ks. 

1 

100 

1000 

2 

200 

1000 

3 

300 

1000 

* 

400 

10 00 

6 

600 • 

1000 


A blanket manufacturer invests doses of 
business which progresses as follows :— 


4 

Marginal out¬ 
put of blanket* 


• • • 

100 

100 

100 

1U0 

Rs. 1,000 each in his 


^ hei J he , mvests Rs> 1 » 000 » the nu mber of blankets produced is 
100 and when he spends Rs. 2,000, the number of blankets produced 
is also doubled, t.e., 200 (column 2). The return is therefore propor¬ 
tionate. The cost of production per blanket remains the same, i.e. 
Ks 10 whatever the scale of production (column 3). The marginal 
output remains constant, i.e., 100 (column 4). Every extra invest¬ 
ment of Rs. 1,000 yields an additional output of 100 blankets. 
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1 8 . 
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K. 5 
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I 


The law can also be represented in a diagram thus :— 

Along OX are measured the successive investments of Rs. 1,000 
each, and along OY the marginal or additional output in hundreds 

of blankets. The cost 
is Rs. 10 per blanket in 
each case, whether 100 
or 500 blankets are 
produced. This is shown 
by the line CC' running 
parallel to OX. 

14. When Does 
the Law of Constant 
Returns Operate ? 

We have already point¬ 
ed out that in an 
industry where nature’s 
influence is dominant, 


M 




0 


500 


100 200 5 00 <00 

COT PVT CF BLWtPTS 

The Law of Constant Costs or Constant Returns _ 

e.g., agriculture, diminishing returns set in quickly, and where man is 
supreme, the law of increasing returns operates. But where the in¬ 
fluence of the two is equally balanced, we shall have neither increasing 
returns nor diminishing returns. Instead, we shall have constant 
returns. 

In every industry, we find the influence of both man and 
nature. Nature controls the raw materials, while man directs the 
manufacturing side. If there is an industry, where the cost of raw 
material and the manufacturing costs are half and half, we can say 
that both man and nature dominate equally. Such an industry will 
be subject to the law of constant returns. The common example of 
such an industry is the woollen blanket-weaving industry. Here the 
raw material (wool), is supposed to cost about as much as the other 
manufacturing costs put together. 

If there is integration of the extractive and manufacturing 
industries— e.g., sugar making and cauc-growing, steel making and 
iron-ore-mining, dairying and agriculture—the law of constant re¬ 
turns will operate. Here the two aspects of the industry are com¬ 
bined, viz., the agricultural aspect which is subject to we la 
diminishing rcturhs and the manufacturing aspect which isi s J 
to the law of increasing returns. It is possible for the 
dencies to counter-balance each other with the result that the law o 

constant returns operates. 

We thus find that in every industry two tenancies ^ 

tantly at work, viz., those of diminishing returns and of increasing 
returns. Whenever the scale of production is mcrea.. , 
of raw materials and other factors may go up 011 accou 
demand. Tins tends to raise the cost of production per unit, or^ 

bring about the operation of the law of dimmish r, J ^ 

the larger the scale, the greater the economies i publicity 

nery, division of labour, buying and soiling, research and pub be tv 

etc. ’These economies tend to lower c » s ‘ ^“tendencies»re 

operation the law of increasing returns. If these t 
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evenly balanced, *.e., if one tendency neutralizes the other, wo shall 
have the operation of the law of constant returns. 

In actual life, however, either the tendency of diminishing, 
returns is stronger, as in agriculture and other extractive industries, 
or the increasing returns tendency is stronger, as in most manu¬ 
facturing industries. Thus the operation of the law of constant 
returns is rather rare, and, if at all it operates, it lasts only for a 
short period of time. Then either the returns increase or decrease. 

15. Law of Variable Proportions. Actually there arc not 
three different laws of production but one law, viz., the Law of Vari¬ 
able Proportions, known also as Law of Proportionality. According 
to this law, variation in the proportion of the factors used produces 
different results as regards the output produced. It is assumed that 
there is no change in the techniques of production. Normally as 
production is expanded the return first increases, remains constant 
for a while and then diminishes. It happens in every industry, where 
the duration of each stage is different according to the nature of 
industry. In agriculture, for instance, the stage of increasing returns 
is comparatively shorter, whereas in industry it is much longer. 
In fact a wise manufacturer may not let diminishing returns set in 
at all. Thus there are not three laws but three stages of the same 
law. 

The variation in return is not due to the change cither in the 
prices of factors of production or the prices of the output. It is 
rather due to technological facts underlying production of the 
commodity in question. Each industry has its own peculiar set of 
technical facts. For example, agriculture is dominated by land or 
nature, hence diminishing return sets in early. In manufacturing in¬ 
dustries man and machinery are supreme and the diminishing return 
may be avoided altogether. 

The three stages of the Law of Variable Proportions can be 
illustrated by means of the following diagram :— 
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attains an equilibrium position, similarly a producer will try to 
attain an equilibrium position by hitting at the most economical 
combination of the factors of production. Just as a consumer is 
faced with the problem of making a choice between different com¬ 
binations of two or more goods, similarly a producer is confronted 
with the problem of choosing between different combinations of two 
or more factors of production. A rational entrepreneur would try 
to maximise his money profits from the production and sale of 
commodities, just as a consumer tries to obtain maximum satisfac¬ 
tion from the consumption of commodities. To produce a given 
output various combinations of factors of production are possible. 
But a rational producer or a firm would seek to produce that output 
with the ‘optimum’ or ‘least-cost’ combination of factors of produc¬ 
tion. (In Economics factors of production are also called ‘inputs’.} 
When a producer is producing a given output with the least-cost 
combination of inputs, he is said to be in equilibrium. He will not 
like to change this combination and will continue it until conditions 
of production undergo some change. 

In arriving at an optimum or least-C09t combination, the pro¬ 
ducer is guided by the principle of substitution or that of equi¬ 
marginal returns. If a rupee spent on factor A results in a greater 
output than a rupee spent on factor B, it would pay the producer to 
divert expenditure from factor B to factor A ; that is, he will 
substitute factor A for factor B. He will be in equilibrium when the 
additional output resulting from the marginal rupee spent on factor 
A equals the additional output resulting from the marginal rupee 
spent on factor B. So long as the additional output due to the 
marginal rupee spent on factor A is not equal to the additional out¬ 
put resulting from the marginal rupee spent on factor B, it will be 
advantageous for the producer to go on substituting one factor 
for the other, i.e., he will not have reached a position of equili¬ 


brium. 

But most often units of factors cost much more than one rupee 
each. In such cases the additional output due to the marginal rupee 
spent on factor A would be equal to the marginal product of lactor A 
divided by its price. As has been explained earlier, the n>arg 
product of a factor is the addit ional product resulting:from the empl £ 
rnent of an additional unit of the factor It therefore 
the marginal product of a factor divided by the pric factor 

the additional product resulting from * rupee 
Suppose the marginal product of a factor is 120 units of tp ^ 
the price of the factor is Ks. 10 Then, 120 > - on , hat 

additional output resulting from the marginal rup, P " be 

factor. The condition for the least-cost combination m y, 

put ill the following form :— 

* ^ r l 


MPa MP, 


MPn 

p« 


where MPa is the marginal product of factor A and Pa is the price 

of A and so on. If *"• is greater than f “ it will be to the advan- 
tage of the entrepreneur” to employ more of factor A and less of factor 
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B. He will employ more of one factor and less of the other till the 
-above ‘proportionality rule' is satisfied. 

Thus, it would have been clearly understood that it is not the 

marginal products of the various factors that are sought to be equalised 
by the producer for reaching equilibrium ( i.e ., for profit-maximisa¬ 
tion). What he seeks to equalise are the marginal products of the 
various factors divided by their respective prices. Of course, when 
the prices of all factors are oquaJ, in that case alone will he seek to 
equalise the marginal products of the various factors. In that ca»o 
•the denominators (Pa, P6.. . .Pa) will all bo equal to each other, so 
that all that the producer is to attempt is to equalise the numera¬ 
tors, i.e., the marginal products of the various factors (MPa, MP6,... 
MPh). But seldom are the prices of tho various factors equal to each 
other. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER ? 


Law of Production. There are three laws :— 

(») The Law of Diminishing Returns or the Law of Increasing Cost. 

(ii) The Law of Increasing Returns, or tho Law of Dooreaaing Cost. 

(m) The Law of Constant Returns or the Low of Constant Cost. 

The Law of Diminishing Returns or Increasing Cost. "An increase 
in the capital and labour applied in tho cultivation of land, causes, in general, a 
less than proportionate increase in the amount of tho produce raised, unless it 
happens to coincide with an improvement in the art of agriculture.” 

— (Marshall). 

Limitations of the Law. It may not apply to the following coses : 

(a) where new land is brought under cultivation, 

(b) when capital applied so far has been insufficient, and 

(c) when improved methods of cultivation aro applied. 

Intensive and Extensive Forms of the Law of Diminishing Returns 

Intensive : when the 6ome piece of land is cultivated, over and over 
again. 

Extensive : when inferior or distant lauds aro brought under cultivation. 

Application of the Law of Diminishing Returns. It applies to all 
extractive industries like agriculture, fishing, mining, quarrying, house-building, 
etc. 


Is it true to say that the law of diminishing returns applies to agriculture 
and the law of increasing returns to manufacturing industries T Not necessarily. 
Generally that is the case ; but both laws may apply to agriculture as well as to 
industry. They apply at different stages. 


The Law of Diminishing Returns Operates in Agriculture due to 

(а) operation of natural forces, 

(б) limited scope for division of labour and the use of maohinery, 

(c) difficulty of supervision owing to wider area of operations, 

(d) intermittent nature of agricultural work, 

(e) exhaustion of tho soil f and 

(/) inferior lands yielding smaller returns. 


The law specially operates in India due 
irrigation, defective system of cultivation and the 
farmers. 


to uncertain rainfall, lack of 
ignoranoo and poverty of the 


nnT .. f ™ o{ Diminishing Returns in a General Form. “As the 

portion of a factor m a combination of factors is increased, after a point , 


pro- 

the 
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marginal and averago product of that factor will dimmish.”— (Benham). The 
' law applies where there is dearth or scarcity of an important factor of pro¬ 
duction so that combination becomes defective. 

Importance of the Law of Diminishing Returns. It forms the basis 
of the Malthusian theory of population, the Ricardian theory of rent and the 
marginal productivity theory of distribution. 

The Law of Increasing Returns or of Decreasing Cost. Where 
there is no dearth or scarcity of a factor of production, the law of increasing 
returns will apply, for the defective combination can bo corroded by increasing 
the required factors. Tlio law applies when the business is approximately of the 
optimum size. The law can be thus stated : 

‘•As the proportion of one factor in a combination of factors is increased, 
up to a point, the marginal product of the factor will increase.” 

Jf'here does the law of increasing returns operate and why ? It operates in 
all manufacturing industries on account of the economies of large-scale pro¬ 
duction and the supremacy of man shutting out the disturbing influences of 
nature. 


The Law of Constant Returns. If the business keeps to the optimum 
size, the return will continue to be the same. The law of constant returns will 
apply where the two tendencies of diminishing returns and increasing returns 
just balance each other as in a half-and-half combination of extractive and 
manufacturing industries. 

When the law of constant returns operates, the cost per unit remains the 
same uhatever the scale of production. 

The Law of Variable Proportions combines the above three Laws. 

Producer’s Equilibrium is the position of maximum aggregate profit with 
lowest average cost per unit. 


IF YOU HAVE UNDERSTOOD THIS CHAPTER YOU SHOULD EASILY 

ANSWER THESE QUESTIONS 

1. What are the laws of production ? Describe the working of any one of 
them in the production of at leust one main commodity in your province. 

(i .(/. IVIi) 

[By the laws of production, wo understand those principles which 

govern the expansion of industry. Thoro are three laws of 

production, viz., the Law of Diminishing Returns, the Law of 

Increasing Returns and the Law of Constant Returns. 

(See. Sec. a.) 

The production of wheat, which is one of the main products of 
our State, is subject to the law of diminishing returns, clot 
manufacturing is subject to increasing returns, and t 
blankets to constant returns. Now read Sec. 4 onward .J 

2. How would you explain diminishing returns in agricuU m/ 

[See Secs. 4, 5 and 8 .] I x 


Or 

State and explain the Law of Diminishing Rflu ™* Q 5*^4 i'* ‘(RU^lOoS) 

law of increasing cost ? 1 

3. Explain the working of the Law of Diminishing Returns with the help 

« ° — *" “ 7.V. m, sty ; , 

dia UT*£?££?£ £T tSZfiX&Z ™ JM,) 

Or 

Explain ana Wu.,ra,c ,1* La . a, DiminMn, Sc,urn, » 

What is the practical importance of this law ? warning that it 

[See Sec. 4. Its practical importance lies in the proper 

gives to tho farmer or tho manufacturer to keep 10 f 
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scale of business and to adopt all possible measures to counteract 
this tendency.] 

5. Explain why it is not possible to feed all the people in your State by 
devoting sufficient labour atul capital to the cultivation of one best form. 

[It is due to the operation of the Law of Diminishing Returns. See Soc. 4.} 

6. Does the Law of Diminishing Returns apply also to factors other than 

land ? Explain fully. (Sardar Vallabhbliai Vidyapceth 1959) 

7. “Broadly speaking, while the part which nature plays in production 
conforms to the Law of Diminishing Returns, the part which man plays conforms 
to the Law of Increasing Returns." Discuss. 

[See Sec. 7J (J. dc K. 1953 ; C.U. 1932) 

S. State and explain the Law of Diminishing Returns, What is its 
importance in economic theory ? [See Secs. 4 and 10.] ( P.U. 1959 Suppl.) 

9. In what way is the limitation to productivity explained by the law of 
diminishing returns ? (Delhi 11.S. 1961) 

10. Do you regard agriculture as a decreasing return itulustry and manu¬ 
facture as an increasing return one ? Give reasons for your answer. 

[See Sec. 4.] ( Gauhati 1957) 

11. Enunciate the Law of Increasing Returns. Does it apply to secondary 

industries only ? Suppose the production of steel in India obeys this law, how 
will consumers be affected if its production is encouraged ? (P.U. 1932) 

[l or the statement of tho law see Sec. 11. Tho law applies to primary 
industries al9o but in the early stages. 

Large production of steel will mean lower costs. Tho consumor will 
gain.] 

12. Explain the law of increasing returns and show why this law operates 
in the manufacturing industry more widely than in agricultural production. 

(P.U. Inter. 1961) 

[See Sec. 12. It does not apply at all stages. If industry is expanded 

beyond proper limits, the Law of Diminishing Returns would 
set in]. 

... ^ tatc Law of Constant Returns and mention the circumstances in 
u-htch tt may possibly operate. [See Secs. 13 and 14.] 


CHAPTER XV 


THEORY OF PRODUCTION (Contd.) 
SCALE OF PRODUCTION 


When to produce more and when less ? 


1. Introduction. The theory of production throws some 
light on the scale of production. The entrepreneur’s aim, of course, 
is to get the maximum profit. To do that, he must scientifically 
work out the optimum output, t.e., one whioh M ill bring him the 
maximum aggregate profit or where the cost per unit is the loM'est. 
This output need not necessarily be large. He must compare costs 
of different quantities and the price at which they can be sold in the 
market and then fix a proper scale of production. The general ten¬ 
dency is to enlarge the scale of production in view of the advantages 
that it offers. 

2. Advantages of Large-scale Production. The modern 
factory system, with its extensive use of machinery and division of 
labour, is responsible for large-scale production. The following are 
its chief advantages : — 


(t) Economy , of specialised and up-to-date machinery. There is 
a large scope for the use of machinery which results in lower costs. 
A largo producer can instal an up-to-date and expensive machinery. 
He can also have his own repairing arrangement Specialised 
machinery can be employed for each job. The result is that P r0 ^* 
tion is very economical. A small producer with a small market can¬ 
not keep the machinery continuously working. Keeping it idle is 
uneconomical. A large producer can work it continuously and reap 

the resulting economies. 

«,•) Economy of labour. In a big concern, there is ample 
for division of labour. Specialized labour produces.a.large'output 
and of better quality. It is only in a large business that every 
person can be put on the job that he can hrtp*-.J*’ 
large-scale producer thus gets the best out of ove y pc 

emploj’s. . . 

(Hi) Economies of buying and selling. Wh 1 ^ n ecia 11T 

material and other accessories, a big business can • -P J 

favourable terms on account of its ^ n " a J«?ety .12 by 

goods it can attract customers by P ro( ^ in * “ g ratc of pro f,t results 
ensuring prompt execution of orders. A amaHer rate 

in large sales and higher net profits m a lar S e ^ Qns09 of a drai- 

(iv) Economies of the overhead charQes. P big business 

nistration and distribution per unit o P overhead charges 

arc much less. Interest, the pay bd small. Thus the same 

are the same whether production is lar 0 
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amount of expenditure being distributed over a larger output, results 
in a lower cost per unit. 

(r) Economy in rent. A large-scale producer makes a saving in 
rent too. If the same factory is made to produce a large quantity of 
goods, the same amount of rent is divided over a larger output. 
This means a smaller addition to the cost per unit. 

(vi) Experiments and research. A large concern can afford to 
spend liberally on research and experiments. It is well-known that, 
in the long run, these expenses more than repay. Successful research 
may lead to the discovery of a cheaper process. This may bring a 
larger profit. Only a large-scale business can incur such expen¬ 
diture. 


(ru) Advertisement and salesmanship. A big concern can afford 

to spend large amounts of money on advertisement and salesmanship. 

Ultimately they do bear fruit. Also, the amount of money spent on 

advertisement per unit comes to a low figure when production is on a 

large-scale. The salesmen can make a careful study of individual 

markets and thus acquire hold on new markets or strengthen it on 

the old ones. Thus a large-scale producer has a greater competitive 
strength. r 

(wit) Utilization of by-products. A big business will not have 

to throw away any of its by-products or waste products. It will bo 

able to make an economical use of them. A small sugar factory has 

to throw away the molasses, whereas a big concern can turn it into 

power-alcohol. By utilising by-products, it can lower the costs of 
production. 

(ix) Meeting adversity. A big business can show better resis- 

tance m times of adversity, It has much large resource™ Losses 

retrain 0,81 y b0 ™ e ' A 3ma11 concern wiU sim P'y collapse under such 

reduces cost'orproduction.' 1 "^ ‘° adVanC ° S - L °"' °° St ° f C ' redit 

has r e e a tht otte bUSinC98 

ote 

atten^nt^S*- C^Xnlfs ^ ™ 

honesty of employees or va^oY ^ 

0wins to iaxity ° f 

production or sta^a^std^production ^Gmd pr ? duC . t r ‘ 0n is a mass 
are turned out irrespective *° f fhl G .°° ds of unifo ™ quality 

customers. Individual tastes are norTh™*? 611 * 3 ° f individual 
results in a loss of custom! therefore > satisfied. This 
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{Hi) Ao personal element. A large-scale business is generally 
managed by paid employees. The owner is usually absent. The 
sympathy and personal touch, which ought to exist between the 
master and the men, are missing. Frequent misunderstandings lead 
to strikes and lock-outs. This is positively harmful to the business. 

(«y) Possibility of depression. Large-scale production may 
result in over-production. Production may exceed demand and 
cause depression and unemployment. It is not always easy or profi¬ 
table to dispose of a large output. 

( v) Dependence on foreign markets. A large-scale producer has 
generally to depend on foreign markets. The foreign markets may 
be cut off by war or some other upheaval. This makes the business 
risky. 

{vi) Cut-throat competition. Large-scale producers must fight for 
the markets. There is wasteful competition which does no good to 
society or to businessmen. Many promising businesses are ruined. 

(m) International complications and war. When the large-scale 
producers operate on an international scale, their interests clash 
either on the score of markets or materials. These complications 
sometimes lead to armed conflicts. Many modern wars arose on 
account of scramble for materials and markets. 


(nit) Lack of adaptability. A large-scale producing unit finds it 
very difficult to switch on from one process of production to another. 
In a depression, small-scale firms move away from declining trades 
to flourishing ones easily. In this way they are able to avoid losses. 
This adaptability is lacking in a big business. 

Conclusion. In spite of these drawbacks, large-scale produc¬ 
tion offers several economies. The tendency in manufacturing and 
transport industries is to increase the scale. The advantages out¬ 
weigh the disadvantages. 

4. Internal and External Economies. Economies of large- 
scale production can be grouped under two headings : internal econo¬ 
mies and external economies. 

Internal economies are internal to a business. They are the 
entrepreneur’s skills and secrets in running a business. They are the 

outcome of a particular manager’s brain and his or e an ! sl “ hinery 
Every manager has his own methods of using labour and machin y 
and of arranging finance, marketing, etc. All these are known 

Internal Economies. 

It should be carefully noted that the 
simply due to the increase in the scale of P roduc ^ 10 “- W o rth while to 

the use of methods which small firms do not find it uortlnume 

P Internal economies may be of the following type* ' . Jg 

(а) Technical Economies. They arise fromi ei &n in 

2 asy to make a large machine and th . ere 18 * from linking of the 
the use of a large machine. Economies also arise irom 

processes (vertical combination) and from specialise^i . ^ ^ 

(б) Managerial Economies. These ec °™“| onal spec i a lisation. 
creation of specialised departments or from 
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They also result from the delegation of routino and detailed matters 
to subordinates. 

(c) Commercial Economics. They arise from the purchase of 
materials and sale of goods. Large businesses have bargaining ad¬ 
vantages and are accorded a preferential treatment by the firms tliev 
deal with. 

(d) Financial Economies. These economies arise from the fact 
that a big firm has better credit and can borrow at more favourable 
rates. Its shares enjoy a wider market which encourages a prospec¬ 
tive investor. 


(e) Bisk-bearing Economies. A big firm can spread risks and can 
often eliminate them. This it does by diversifying output. Diver¬ 
sification imparts it strength and stability and makes it less vulner¬ 
able to changes in commercial fortune. There is also diversification 
of markets, of sources of supply, and of process of manufacture. 

External Economies, on the other hand, are not a peculiar 
property of any particular business. They are known to all and 
shared by all. These economies are generally available to a localised 
industry, where certain development* confer common advantages on 

aU - 8 t^ h aB adv J nta g® 8 of specialised transport, trained labour, 
credit facilities, etc. In fact, external economies follow from an in- 

crease m the size, not of any particular firm, but of the industry as 

a whole. Sometimes, an increase in the size of an industry may lead 

to external diseconomies rather than to external economies. Practical 

examples of external economies will be found in the classification of 
6uch economies given below :_ 

, Economies °f Concentration. These economies relate to 

f ?? ?* n9 T g fr ° m he avai,abilit y °f billed workers, the pro- 
vision of better transport and credit facilities,!stiraulation'of improve 

ISnonr bcneflt3 f [° m 5ubs,diar y industries, and so on. Scattered P firms 
cannot enjoy such economies. rms 

, < 6 > economies of Information. These economies refer to the 

SSKfc :2sait 

ternal economie^^ ^enTnumher ofT* inte ™al and ex- 

mies become internal economies Whether external f con °- 

internal or external simnlv r P arfclcldar economies are 

fitable to combine P 7 V™** Up ° n what Rations it is pro- 

result inr^ 8 ^ 0 ^ 1 ^^ e «°? ° f a " industry may 
factors will be brought under emplo~t. or less efficient 

spreads, and o^uc! developmeTs ute ^ce.tteteld on„S 
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economies is being narrowed and that of external economies is being 
widened. This is the result of progress in different fields. 

5. What Limits the Size of a Business ? We have seen 
that large-scale production has many advantages. This, however, 
does not mean that a business can be expanded indefinitely. Sooner 
or later, the margin of profitability is crossed and further expansion 
must stop. 

The following are some of the factors which put a limit on the 
growth of a business :— 

(t) Shortage of labour or capital. If increased supplies of trained 
labour are not available, the growth of a business will be automati¬ 
cally checked. In the same way, if fresh capital cannot be raised 
expansion stops. But these are not insurmountable obstacles. If 
the business prospects are very bright, and if the entrepreneur is a 
man of established reputation, he will be able to cross these hurdles. 


(«) The nature of the market. If demand is limited or fluctuat¬ 
ing, it will be imprudent to increase the size of the business. The 
nature of demand is the most important limiting factor. It almost 
settles the matter. If individual tastes have to be satisfied, large- 
scale production is ruled out. 

(at) Managerial capacity. Another serious limitation comes 
from the capacity of the manager. A point is reached in the expan¬ 
sion of a business beyond which it is not possible for the manager to 
control it efficiently. There is a limit to what a man can success- 
fully manage. Beyond that point, supervision will become lax, 
materials will be wasted and machinery mishandled Cost will over- 
take profits, and in the end the profits may vanish. The limit is 
reached when the marginal revenue is equal to the marginal cost. 

(iv) The nature of the industry. In some industries, large-scale 
production is out of the question. They require close persona super¬ 
vision e g jewellery-making and tailoring. Or, thore arc industries 
where there is not much scope for the use of machinery and division 
of labour c a agriculture, fruit and vegetable gardening, etc. Bulky 
articled"ike bricks can only be made on a smaUscale, for it will not 

pav to carry them over long distances. 

(,) Operation of ike La „ of toVoSg 

sometimes that the expansion of an industry leads nofc bo 

costs and the returns are less than proportionate. 

wise in such cases to expand the business. 

These are some of the factors which prevent the growth of 

business beyond a certain limit. , , , 

. p. tt 7„ have seen above both advantages 

6. Optimum Firm. We have see ^ ^ plant, as 

and di^dva,dages of large-scale busmess ^ ec g 0I10mi cal. This 

production is expanded, it becomesm ion After a 6t age, 

is due to the advantages of P fa rcac hed. At this point, 

however, a point of maximum adva■ g Thig . g the opt imum 

the average cost of production is t • the firm with 

level of the firm concerned. It is thu* the taea j 

minimum cast per unit. 
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We can easily explain the concept of an optimum firm with the 
help of a diagram. Represent units of output along OX and aver¬ 
age cost of production along OY. Aver- y 
age cost of production means total cost 1 
divided by the number of units produced. 

AC is the average cost curve. It shows 
the average cost of production at various fc; 
levels of output. Obviousty, the firm is § 
optimum when it produces OM. At this ^ 
level, it has got the minimum average £ 
cost, t.e., PM. At any other level of £ 
output average cost is greater than ^ 

PM. 

Hence optimum firm is that which 
produces at the lowest average cost. UNITS OF OUTPUT 

It may be noted that the optimum unit is not permanently fixed 

in size. If the businessman instals a new machinery, his average 

cost curve will be different. The point of minimum average cost 

will also shift. Thus, optimum is in relation to the machinery (plus 

other fixed factors of production like entrepreneurship, building, 

etc.), collectively known as plant. It varies with variations in the 
plant. 



7. Representative Firm. To have some idea of the deve- 

opment of an industry it is essential, according to some economists 

to fix attention on what is caHed a representative firm. Dr. Mar- 

shaH defined a representative firm as a sort of an average firm. It is 

not the best firm. It is supposed to have existed for a fairly long 

time, has fair access to internal and external economies , and is managed 

by a man of moderate ability. It stands midway between the best and 
the worst firm. 


8. Advantages of Small-scale Production. As against the 
large-scale producer, the small producer has advantages of his own : 

vise til C '° u SU P e :™'° n - The small producer can himself super- 

to snn m»^ eSt deta ‘ ° f “ e bus,ness - No body will be allowed 
WW machinery or waste materials. The master’s eve is every¬ 
where. There can be no fraud or idleness anywhere. ‘ y 

Economical management. It is unnecessary to en"a«e a large 
staff. Verbal messages will take the place of written orders whifh 

Xu fhTmea y n m,f UnderSt0 ° d ' N ° eIabora ‘* need be kept 

ah this means a great saving. ^ 

(tit) Personal attention to customers. He will send amv t t : a 
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(v) Greater adaptability. If conditions of trade change, the 
small producer can change his front. He is in a position to take 
quick decisions. He has to consult nobody except himself. 

(vi) Independence. The small-scale producer is happy that lie 
is independent. He will not like to work as a subordinate in a big 
business. This sense of independence is a great incentive for hard 
work. 

(vii) Nature of demand. The small producer has an advantage 
over the large producer when the demand is either small or is con¬ 
stantly changing. He has thus a sphere of his own where he has ad¬ 
vantage over the large-scale producer. 

(t Hi) Nature of industry. There are some industries where the 
personal factor is very important, e.g., tailoring. It is quite advan¬ 
tageous to run such business on a smallscale. 

It is due to advantages like these that the small-scale business¬ 
es have survived and are able to compete with big businesses even in 
modern times. 


9. Disadvantages of Small-scale Production. The small- 
scale producer cannot reap those economies which are available to a 
big concern. His drawbacks can be enumerated thus : 

(i) There is less scope for the use of modern machinery and 
labour-saving devices. The costs, therefore, of the small-scale pro¬ 
ducer are generally higher. 

(ii) There is little scope for division of labour. The advan¬ 
tages of division of labour are, therefore, lost to the small producer. 
He cannot put the right man in the right place. Goods are not, 
therefore, made by experts. The goods are thus inferior in quality 

and higher in cost. 

(Hi) The small-scale producer is at a disadvantage in the pur¬ 
chases of raw materials and other accessories. This also raises his 


cost of production. 

(iv) A small businessman cannot afford to spend large sums ot 
money on research and experiments He cannot, therefore inven 
new processes nor new materials. He treades the beaten path and 

soon overtaken by the rivals. 

(v) Cost of rent, interest, advertisement, etc., per . “d 

output will be higher. A small-scale producer has higher o^ 

(«') With hie limited resources the small-scale producer 
meet bad times The business may, therefore, collapse at he slight- 
eTtouch ofadversity. A small business is financially weak. 

(vii) A small-scale producer cannot secure cheap credit ^ bee 
the credit of small businesses is not generally as :higl *h * of g 

businesses. Since he has to pay high rate of interest, 

duction is higher. _ W ncte A 

tviii) By-products have to be thrown away as so much waste. 
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10. Causes of Survival of Small-scale Production. In 

spite of the advantages mentioned above, the small-scale producer 
has not disappeared. Competition from large business has fail¬ 
ed to crush him. The small-scale producer still survives even in 
highly industrialised countries like England, Germany, France and 
Belgium. 

What has helped the small producer ? There are several factor*, 
which are responsible for the survival of the small-scale producer : 

(t) The small-scale producer has certain advantages over the 
large business, as we have already seen. He can give personal atten¬ 
tion to every detail. He can look after his customers and employees 
personally. His management is much more economical. 

(it) In'some cases, the nature of the demand is such that com¬ 
petition from large-scale business is ruled out; especially if the de¬ 
mand is limited, local or fluctuating. In such cases, it is not worth¬ 
while to have large-scale production. The field is free for the small 
producer. 

(tit) Some industries are such that they must produce on a small 
scale. Here the personal factor is important and sometimes even 
indispensable, e.gr.,in tailoring and jewellery-making. In some cases, 
there is a little scope for the use of machinery and division of labour, 
e.g., in agriculture, horticulture, poultry-rearing, dairying, etc. These 
industries furnish an ample field for small-scale enterprise. 

(tv) Sometimes the very existence of the large-scale business 
creates work for small-scale enterprise, e.g. repairing of motor cars, 
trucks and cycles. Small industries act as subsidiary industries or 
industries supplementary to the large-scale industry. As such they 
have ample chance to survive. 

(v) There are some recent developments which have proved 
very helpful to the small producer : (a) Advent of electricity is one 
such factor. It is not necessary now to generate power in each 
factory. Cheap electricity has become available and payment is made 
for the current actually consumed. In this respect the large business 
has no special advantage. (6) Technical journals have spread scienti¬ 
fic knowledge alP round so that it is no longer a monopoly of big busi¬ 
ness. (c) Co-operation also helps the small-scale producer. 0 By 
working together in a group, the small-scale producers can have all 
the economic advantages open to a big business. 

(yt) In the case of cottage industries, there is the further ad¬ 
vantage of working in very congenial environments of the home and 
receiving unpaid assistance from the members of the family. The 
work is pleasant and is carried on even though it is less profitable. 

There axe additional reasons why Indian cottage industries 
have survived They are hereditary occupations and are followed 
as a matter of course irrespective of their profitability. The standard 

^ f a , '? Q ng °, f en g a g® d in these industries is very low, and can be 
maintained by the small earning made in these industries. 

In India there is a wide field for small-scale industries. Even 
no w cottage industries support millions of people. India is an agri¬ 
cultural country and the peasant is in a state of enforced idleness for 
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ted'b! “TtaWe n cotta™ before, besupplemen- 

s!>T r t o Tlffi f^i“^ t 

NaUonai Congress; G^rnments 

ncier enthusiastic support to small and cottage industries in every 

was ^'n y tl ^ SeC ° n ^ Five ' Year Plan - pointed 8 attention 

A sum of Rs onn eV Pment ° f sm , aII - scale and cottage industries. 
„ Rs / 200 c J oreS Was I )r0vided the purpose. This will 

bn! »Uni“* e ° Ur f f me f and cou ntryside people more prosperous 


WHAT YOU HAVE LEARNT FROM THIS CHAPTER 
Economies of Large-scale Production : 

(*) Specialised and up-to-date plant and machinery. 

(>'i) Economy of specialized labour. 

(ifV) Economies of buying and selling. 

(ty) Economies in tho overhead charges. 

(v) Economy in rent. 

(tu) Benefits of scientific experiments and resoarch. 

( m ) Economy in advertisement and salesmanship. 

(flit) Utilization of by-products. 

(ix) Capacity to face bad times. 

(.r) Cheap credit faoilities. 

Disadvantages of Large-scale Business: 

( i) Lax supervision. 

(if) Individual tastes of tho consumers ignored. 

(Hi) No personal touch between the employers and tho employees, 
(/y) Large-scale production may cause depression. 

(y) Dependence on foreign markets is dangerous. 

( vi) Cut-throat competition. 

(f it) International competition leads to war. 

What Limits the Size of a business : 

(<) Scarcity of labour and capital. 

(it) Naturo of market. • 

(iit) Limited managerial capacity. 

(iu) Naturo of industry. 

(y) Operation of tho law of diminishing returns. 

Optimum Firm. It is tho ideal sizo of the firm with minimum co^t por 
unit. It is not permanently fixed in size. It varies with variation in tho uso of 
fixed factors collectively called plant. 

Representative Firm. It is an average firm, which has enjoyed a fairly 
long life, has a fair access to internal and external economies and earns a fair 
ate of profit. 

Advantages of small-scale Production : 

(i) Close supervision. 

(ii) Economical management. 

(Hi) Personal attention given to customers. 

(io) Personal touch between the employers and the employees. 

(y) Greater adaptability. 

(vi) Economic independence. 
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Internal and external Economies. Internal economic .» are peculiar to a 
particular business anil unknown to otliora. They aro the result of superior 
organisation, ability and higher technical efficiency of a particular ontropronour. 
Those economies may be technical, commercial and financial. 

External economies. They aro common to all industries, c.g., advantages 
arising out of a localised industry. Such advantages are shared by oil They 
are not the secrets of any particular business. 

Disadvantages of small-scale Production : 

(i) Less scope for the uso of machinery. 

(«) Less scope for division of labour. 

(Hi) Disadvantages in buying and selling. 

( iv ) No rosearch or costly experiments. 

(v) Higher overhead charges of rent, establishment expenses, etc. 

(vi) Cannot face hard times. 

(t ii) Cannot secure cheap credit. 

(viii) By-products are wasted. 

Causes of survival of Cottage Industries : 

(♦) Benefits arising out of closo supervision and porsonal touch with 
employees and customers. 

(ii) For s >mo products the demand is limited, local, or fluctuating. 

(iit) The advantage of personal factor in certain industries or limited 
scope for the use of machinery. 

(?'v) The very existence of large-scale industry creates work for the 
email industry. 

(v) New developments favouring the small-sealo producer : 

(a) Advent of electricity, (b) Technical journals and research in 
national laboratories, (c) Co-operativo movement. 

(t h) Congenial environments of cottage industries. 

In India, there is a large scope for the development of cottago industries. 
Machinery is dear, labour is cheap, distances are long and means of transport 
and communication aro under-doveloped. These industries can be dovetailed 
into agriculture. 


CAN YOU ANSWER THE FOLLOWING QUESTIONS? 

1. What do you understand by large-scale production ? Give examples to 

show the class oj industries in which the advantages oj the large-scale production 
are moat marked. (Delhi 1946) 

[See Sec. 2. Transport industries and manufacturing industries are such 
industries.] 

2. Explain the advantages and disadvantages oj large-scale production. 

[See Secs. 2, 3 and 5.] (Rajasthan Inter. I960 ; P.U. 1959) 

,. .. M 3 ' Discuss fully the advantages of large-scale production. Is there am/ 
,imit to the gams from large-scale production ? [See Sees. 2 and 5.] 

{Delhi H.S. 1959) 

4. What are the limits to the growth of a business ? 


• i nn i ^ u fP ectal advantages which a large-scale business unit 
enjoys . It hy do small business units continue to exist in spite of the competition of 
large unite 1, [See Sec. 10.] {P P b , ofiv H s foilsep?^ 

B , '• W ! ier \ and wh y is small-scale production more profitable than larnc- 

scaU production ? [Sec. Sec. 8.] ' (Ajmer 1955) 
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Or 

° amaU r s ^ ale producer any place in modern Indian economy ? Can 

fourTta'e ^ “» •uccu.Jully run on a .mall seek in 
J • [oeo bee. 10.] 

[In every State, there are numerous examples of localised industries 
Many districts are producing specialities of their own. They can 
all be further developed and run on scientific lines. Then there are 
industries based on agriculture, e.g., jam-making. Even with small 
crushers sugar can be made at a very low cost. Fruit canning and 
fiuit preservation are also suitable industries which can be success¬ 
fully run on a small scale.] 


iri-i. S r , Examine hri, fly thc advantages of large-scale and small-scale industries. 
Which of them m your opinion are suitable to India, and why ? (Bombay 1953) 

[See Secs. 2 ami 5. Since in India capital is scarce, machinery is dear, 
and labour cheap, small-scale industries are more suitable for the 
present. But., in course of time, we shall be able to have large-scale 
industries too in sufficient number.] 


9. What do you understand by 'scale of production ’ ? Why does this scale 
differ from country to country 1 Give illustrations from India. 

(P.U. 1953 Suppl.) 

[By ‘scale of production’ we mean the scale at which commodities may 
bo produced, whether they are produced on a large scale or small 
scale. 

The scale of business in a country depends on the number and chnractor 
of the people, the availability of materials and markets, the state of 
technical knowledge, the standard of managerial ability, the amount 
of capital available and the policy of the State. In India, produc¬ 
tion is generally on a small scale. Agriculture, which is the biggest 
industry, is on a small scale because the holdings are small. In 
business retail transactions are the most numerous. Lack of capital, 
entrepreneurial ubility, managerial and operative skill and of techni¬ 
cal know-how explain the predominance of small-scale production 
in India.] 

10. Indicate the economies tluit an entrepreneur can obtain from internal 

resources in an industry. To what extent is he dependent upon external economies 
for the conduct of his enterprise 1 (Rajpulana 1942) 

11. What are internal economies and external economics ? How do they 
account for increasing returns ? 

[See Sec. 4.] 


(Sardar Vallabhbhai Vidyapeeth 1959) 


CHAPTER XVI 


SUPPLY 

Stock is not Supply 

Introduction. We have reached the end of the study of the 
Department of Production. This study, however, will be incomplete 
without a knowledge of the nature ot supply and the forces that lie 
behind it. The Department of Consumption is concerned with 
human wants and their satisfaction. Consumption deals with the 
demand side, and production with the supply side. This chapter is 
a counter-part of Chapter VI on demand. 

1. Meaning of Supply. Supply means the qualities that a 
seller is willing and able to sell at different prices. It is obvious 
that if the price goes up, he will offer more for sale. But if the 
price goes down, he will be reluctant to sell and will offer to sell less. 
Supply thus varies with price. Just as we cannot speak of demand 
without reference to price and time, similarly we cannot speak of 
supply without reference to price and time. Supply is always at a 
price. The supply of any good may then be defined “as a schedule 
of respective-quantities of the good which people are ready to offer 
for sale at all possible prices. 

Just as demand implies willingness and ability to pay, in the 
same manner the phrase *ready to offer for sale’ in the definition 
of supply given above implies both willingness and ability to deliver 
the goods. 

Like demand, supply is also relative to person, place and time. 
It would be different in a different place, at a different time and with 
a different person. When we say that A is willing to supply 
100 maunds of wheat at Rs. 10 per maund, we mean that he will do 
it in a particular set of circumstancos. Any change in these circum¬ 
stances will bring about a change in the supply. 

2. Distinction Between Supply and Stock. The terms 
‘supply’ and ‘stock’ are often confused. A clear understanding of 
the difference between the two is essential. Stock is at the back of 
supply. It constitutes potential supply. Supply means the quantity 
actually offered for sale at a certain price, but stock means the total 
quantity which can be offered for sale if the conditions are favourable. 
At any time, the godowns in the mandi may be full of wheat. This 
is the stock. If the price is low, very little wheat will come out of 
the godowns. The quantity that actually comes out is the supply. 
The stock will change into supply and vice versa according as the 
market price rises or falls. In case of perishable articles like 
fresh milk and vegetables, there is no difference between stock and 
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supply. The entire stock is supply and has to be sold off, for unless 
it is disposed of quickly, it will perish. 


3. Supply Schedule. Corresponding to the demand schedule 
° mnk, given in Chapter \ I, Section 3, we have a supply schedule 
of tne milkman. 


Price per seer 
Bs. nP. 

1.00 

0.75 

0.60 

0.50 

0.40 

0.25 

0.10 


Quantity offered 
for sale 

10 seers. 

8 


o 

3 

9 


nil. 


We notice that as the price falls, less milk is being offered for 
sale, and as the price rises, the milkman is prepared to sell more. 


4. Supply Curve. The supply schedule can be represented 
in the form of a curve as under : 



Quantities of milk offered for sale are measured along OX and 
prices along OY. The supply curve SS' slopes upwards as we go 
from the loft to the right. This means that as the price rises, more 
is being offered for sale and vice versa. 

5. Law of Supply. From a study of the supply schedule 
and supply curve, we can formulate the law of supply thus : 

“In the given market, at ant/ given time , the quantity of 
any goods which people are ready to offer for sale general y 
varies directly with the price.” 

•Varies directly ’ means that as price rises the quantity offered 
increases, and as it falls the quantity offered decreases. It shouio 
be noted that, in the case of demand, the quantity demanded varies 
inversely with the price, i.e ., as the price rises, demand decreases, ami 
vice versa. ^ 
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The law of supply may he put in another way. “Other things 
remaining the same, as the price of a commodity rises, its 
supply is extended, and as the price falls its supply is 

contracted.” 

When prices are low, many individuals and firms do not find 
it worthwhile to sell, for their costs aro high and profiis low. But 
when prices rise they aro in a position to carry on production^with 
profit and sell more. Higher prices mean higher profits. The desire 
for larger profits carries production to the farthest limit yielding a 

net profit. 

Some Exceptions : (a) In an auction, goods are sold away 

whatever the bid. It is possible that the seller is badly in need of 
money and wants a certain amount of it. As soon as that amount 
is made up, ho will refuse to sell more. The higher tho price, the 
smaller the quantity he will need to sell in order to get the required 
amount. It is also possible that a person wants to get rid of a 
quantity of goods as in the case of a person going abroad. In such 
a case, he will sell away all that he has, whatever the price offered. 

(6) When a further heavy fall in price is expected, the sellers 
may become panicky. They will sell more even if the price falls. 

These exceptions, however, do not falsify the law of supply 
enunciated above. Generally the law holds good. 

6. Extension and Contraction of Supply and Increase 
and Decrease of Supply. As in the case of demand, so in tho case 
of supply, we must distingiush between extension and contraction 
on the one hand, and increase and decrease on the other. 

Extension and contraction. When the quantity offered for sale 
increases or decreases merely because price has risen or fallen, wo 
use the terms extension and contraction. The supply schedule is the 
same and we travel up and down the same supply curve. 

Increase and decrease. If, on the other hand, tho change in 
the quantity offered for sale is caused, not by a change in price, hut 
by a change in the conditions of supply, we say that supply has 
increased or decreased. The change in the conditions of supply 
implies a change in tho technical conditions ; perhaps a new process 
or a new material has been discovered, a new labour-saving device 
has been discovered, or raw metarials and other factors have become 
cheaper. On account of these new developments, the manufacturer 
may be able to offer more for sale even if the price has remained the 
same or gone down. If the conditions have become unfavourable, 
he will not be able to supply the same quantity at tho old price. 

Extension of supply means that more ( i s offered at a higher price , 
while increase in supply signifies that either more is offered at the same 
price or the same quantity is offered at a lower price. 

Contraction and decrease in supply are the opposites of 
expansion and increase in supply. Contraction of supply means that 
less is offered at a lower price, but decrease in supply means that less is- 
offered at the same price or the same quantity is offered at a higher, 
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price. These changes can be illustrated with the help of a diagram as 

Prices are measured along OY and quantities offered for sale 
along OX. SS' is the old supply curve and BB' (dotted curve) is the 
new supply curve, fig. 1 shows extension and contraction of demand. 
At PM price, amount OM is offered, but at the price P'M' (which is 
higher than PM), OM' is offered, which is more. Fig. 2 shows an 
increase in supply, for OM' (t.e., more) is offered instead of OM for 

Diagrammatic Representation of Increase ami Decrease in Supply. 



t 


/ 

. J 

/^/ 

P-1 


P 

S — 


- + 


Fig. 1. 

Extension and Contraction. 


Fig. 2. 
Increase in Supply. 


0 M' M 

Fig. 3. 

Decrease in Supply 


Extension ana toniracuon. - 

the same price (PM=P'M'). Also the same quantity OM is offered 
at a lower price LM. In Fig. 3, O'M' (».«., less) is offered in place of 
OM although price is the same (P'M' = PM). Also the same quantity 
OM is offered at a higher price LM. This means a decrease in supply. 

7. Elasticity of Supply. 

supply varies directly with the price. If the price rises, the quantity 
offered will extend, and as it falls the quantity offered will contract. 
This attribute of supply, by virtue of which it extends or contracts 
with a rise or fall in price, is known as the Elasticity of Supply. It 
refers to the sensitiveness or responsiveness of the supply to changes 

in price. . . . 

But supply may not always respond to the changes in price at 

the same rate If the commodity is perishable, e.^. fresh milk, ripe 
fniits vegetables, etc., the supply cannot be withheld and th^ol 
f ;+ ho offered for sale whatever the price. In this case, a 

in price. The price may be falling but the commodity will have 
be d .'!“ y game manner, if the production of a commodity requires 

isssss ££«££& 

vsztzx r—-iti ,... »p* 

toss,* then the supply^ut on the market will vary with price. More 
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will be offered when the price is high and less when it is low. The 
supply of such a commodity is said to be elastic. 

To sum up : We can say that if a small change in price (rise or 
fall) leads to a big change in supply (extension or contraction), the 
supply is elastic ; on the other hand, if a big change in price (rise or 
fall) leads to a big change in supply (extension or contraction), it is 
inelastic or less elastic. It should, however, be noted that the supply 
of no commodity is absolutely inelastic ; hence, as Marshall says, we 
should call it comparatively inelastic or less elastic. 

Diagrammatic Representation of Elastic and Inelastic Supply. 



QUANTITY QUANTITY 


Fig. 1. Fig. 2. 

Elastic Supply. Less Elastic or Tnelastio Supply. 

Fig. 1 represents inelastic supply and Fig. 2 elastic supply. 
Price is measured along OY and quantity offered along OX. In Fig. 1 
when the price rises from PM to P'M' (which is a considerable rise), 
the quantity offered increases from OM to O'M' only, which is not 
much. Hence the supply is not elastic. 

In Fig. 2, the rise in price from PM to PM 2 is not so large, but 
the increase in supply from OM to OM a is quite considerable. Hence 
the supply is elastic. 


8. Changes in Supply. We cannot attribute changes in 
supply to changes in price, because when supply changes in conse¬ 
quence of a change in price it is called extension and contraction, 
and not increase or decrease. In order to account for increase or 
decrease in supply, we have to discover the factors which bring about 
a change m the very conditions of supply. In other words, we must 
ascertain why supply expands or shrinks irrespective of the changes 

ThHofi T * he answer lies m the changes in the system of production. 
The following are some of the factors which affect supply : 

a- 4 . -w ^ at ^. ral Conditions. If rainfall is plentiful, timely and well 

“ U f ted> th Tu 6 Wi , U be bum P er cr °P s 0n the cont^y floods 

h ?rn°i r earthqu * kes a , nd other natural calamities are bound to 

‘ P E d * ctlo ° adv ersely. This is one set of conditions which 
brings about a change in the supply. 

vroarul °/ P r ° duo ‘ io “ °r supply is also influenced by 

STf Mhnxque of production. In manufacturing industries 

lm P° rfc ant factor. A new machine may We been 
nted, a new process discovered, or a new material f<fund, or per- 


192 


INTRODUCTORY ECONOMICS 


haps a new use may have been found for a by-product. The dis¬ 
coveries of synthetic dyes, artificial rubber and wool are some such 
discoveries. The very conditions of supply are changed by such 
discoveries or improvements in technique. 

(3) A change in the prices of the factors of production also brings 
about a change in the supply of the commodity. If they become 
cheap, the supply will increase, and vice versa. 

(4) An improvement in the means of transport reduces the cost 
and increases the supply of the product. Thus conditions of supply 
change. 

(5) Calamities like war or famine must also affect the supply of 
goods. We are only too familiar with the shortage of commodities 
caused by the war, and the dislocation of production by famine. 
Even at higher prices adequate supplies were not forthcoming. 


(G) The monopolists deliberately increase or decrease the supply 
as it suits them. Thus exercise of monopolistic power brings about 
a change in supply. 

(7) The fiscal policy of the Government also affects the supply. 
A higher import duty will restrict the supply and a lower duty will 
stimulate it. 

These are some of the factors which bring about changes in the 
conditions of supply and increase it or decrease it. 

9. Force Behind Supply—Cost of Production. A study 
of demand has shown us that the force behind it is the marginal 
utility of the commodity to the consumer. Every consumer com¬ 
pares consciously or unconsciously the price that he has to pay and 
the satisfaction that he derives. He goes on buying more so long 
as the satisfaction that he derives is greater than the price lie has 
to pay ; and he stops buying at a point where the price and the 
satisfaction are just equal to each other. This point is the point of 
marginal utility. We see that price measures marginal utility. 

A similar analysis of the suplly will show that the supply of a 
commodity is influenced by its cost of production. This is the force 
behind supply. Let us then turn our attention to the study of the 


cost of production. 

Cost of Production and Expenses of Production. Inordinary 
sneech the term ‘cost of production’ is used in the sense of money 
costs or ^Denses of production. In Economics, however, it means 
the abour efforts, sacrifices and exertion involved in the production 
of a commodity, while expenses of production signify only money 


10 Analysis of Cost of Production. The cost of prodiic- 

tion of a commodity is composed of two types of costs : nm 
and Supplementary costs. , 

SSJJjsj—i-t 

making a commod.ty, the wages of fWVmaohme nXes it- For 

example, if you ZZ carpenter what he would charge for a chair, he 
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would first think of the wood and cane that he used and the number 
of days he spent in making it. This is the prime cost. 

It is clear that the prime cost of a commodity varies with the 
quantity produced. If more chairs are made, more money will have 
to be spent on carpenter’s wages as well as on wood. If production 
is stopped the prime costs disappear. Prime costa , therefore , are also 
called the variable costs. 

(6) Supplementary Costs. Will the maker of the chair only 
charge for the wood and his wages ? These things are, of course 
the first that he will think of. But this is not the amount ho will 
charge for it, and he will be a fool if he does so. Besides these he 
will think of including a portion of rent that he is paying and interest 

° n iir he *i Cap i tal invested > the municipal taxes, etc/ A big company 
will further have to include a portion of the salaries of the manager 

the clerk, the peons, the cost of advertisement and salesmanship 
etc. Ihese costs must also be covered. They are called supplemen¬ 
tary costs , on-costs or over-head charges or fixed, costs. 

, .. The supplementary costs do not vary with the volume of nro- 

duction. Whatever the quantity of goods produced, big or small 

rnu^h ° n a ?j 0Ur / of ren t, taxes, interest, salaries of foreman etc 

IT rlL ^ fh aid ‘ L / en .,! f the orders ceasc to Qow in and tho factory 
is closed, these costs will continue. They arc fixed costs. ^ 

for hnth° nU - aUy ’ °1 in th . e Iong run> a P rod »eer must recoup himself 
Wh h Pn “ G an « . su PP lementar y costs. Each article sold must 
* I 5 ™? ® ufficient t0 compensate the producer for tho raw 

material used, the w ag cs paid to make it, and a fair proportion of 
the supplementary costs or overhead charges. 1 P ° f 

dumping 4 is IZVZT r r r' , if there iS i" business „ r 

P g being done by foreign competitors, then it will not be 



With only the prime costs’and Zhanst may r0St C0Dtent 
supplementary costs besides. P h P aU P ro P<>rtion of the 
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Total cost is made up of both the fixed cost and the variable 
cost. They are represented in this diagram. OX and OY are the 
two axes ; along OX is represented the quantity produced, and along 
OY the cost. FC, a straight horizontal line represents the fixed 
cost, and the area above it the variable cost, so that the TC is the 
total cost curve. 

Total cost = Fixed cost 4- Variable cost. 


11. Marginal Cost of Production. The cost of additional 
or marginal output, which a producer just considers worthwhile to 
produce, is called his marginal cost of production. For example, 
if a producer of pullovers increases his production from 100 to 200 
pullovers, and does not consider it worthwhile further to increase the 
scale, then the extra 100 pullovers that ho produces is called hia 
marginal output, and its cost is the marginal cost of production. Ihe 
producer will go on expanding his output so long as the market 
price of pullovers is higher than his cost of production. But as he 
produces more, his cost will increase and a point will be reached 
when the costs overtake the price. He will stop there Ho has 
■arrived at the margin. Further production will mean a loss, ine 
. cost of the last addition to his scale of production ^ the marginal 
.cost of production. Hence marginal cost means the cost p 
unit of the marginal output, t.e the output 
worthwhile to be produced and the output where P 

toh MTX“ of production also means the cost of pro- 

auction per unit of the mar ^“ al fc /^The^co^ts 0 va^acwTrdtng 
in a certain industry vary in^ J whi h the f ac tors are available 
t° ^eir efficiency and th pricey at^whic^ ^ has , 

to them. The F°““ ce f luction is called the marginal pro- 

S Thfcostft Wh^h he can place his goods in the market - 

also called the marginal cost. for 

The marginal cost coincides with 6 P™ C j egs efficiellt producer 

if the price in the market is‘ *2 » higher and will be equal 

will start producing, whoso cost 11 b “ marginal producer 
to the price in the market. He cos % then ho will 

If the price m the “*'1 will decrease, and the price will move 

tSSfSL — <#h „_ 

Thus the marginal cost of production may meaneither 

(1) Cost oj production per unit of 

(2) Cost of production per umt of th !«J ^ M8t iB 

12. Marginal Cost and Ave^^g ^ ^ fo u 0 wing table 

not the same thing as averag • Average cost 

vZler of ^ers Total P*~ 

p" r, _*?• ?‘oo 

200 
n00 


100 


Marginal cost 
per pullover 

Rs. 

2 00 
3-00 


2-50 


200 another ^"eo 
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means Rs. 3 per pullover for each of the second 100. The marginal 
cost is Rs. 3. But as he spends in all Rs. 500 on 200 pullovers, the 
average cost is only Rs. 2 50. The average cost is found by di¬ 
viding the total cost by the number of articles produced. But the 
marginal cost means the addition made to the total cost in producing 
an extra quantity. Marginal cost is tho extra cost that has to be 
incurred when producing an extra unit of a commodity, i.e., cost 
of producing a marginal unit of a firm’s product. 

The marginal cost (MC) and the average cost AC are shown in 
the following diagram. 


OX and OY are the two axes, along OX is shown the quantity 
produced and along OY the cost. It will be seen that as output is 
increased both average 


AC 


TS 


cost (AC) and marginal Yj 

cost (MC) fall but MC is MC 

below AC, i.e., marginal / 

cost is less than tho < / AC 

average cost. The fall \ / y 

is duo to the economies \ 'V / / 

of scale. But beyond a £ \ / S' 

point (M), i.e., when out- g \ 

put is expanded too \_ Z'"] 

much, both AC and MC -* 

start rising and now MC 

is above AC, i.e., margi-_ 

nal cost is greater than 0 ~ m " y 

overage cost. That is why QUANTITY A 

MC cuts AC from below at its lowest points 


M 

Quantity 


15 
_14 
7^13 

10 

* 3 


MC 


ATC 


AVC 


T/ 


_, 


•AFC 


1 2 3 4 S 6 7 

OUTPUT(’OOO YDS.) 
Fig. 1 
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variable factors like labour and raw material. In the long run, how¬ 
ever, even fixed factors can be altered (increased or decreased) as the 
need may be. 

The short run cost curves can be represented as below. OX and 
OY are the two axes. The output is represented along OX and 
cost along OY. AFC curve represents average fixed cost. AVC 
curve represents average variable cost, ATC curve represents average 
total cost. MC curve represents marginal cost. 


It is clear that as output is increased, the cost per unit dec¬ 
reases due to various internal economies. That is why AFC, AVC 
and ATC all start falling. But if the output is expanded beyond 
proper limit, diseconomies will result and these costs will go up 
which is shown by the rising portion of these curves. This is the 
third stage of the Law of Variable Proportions (discussed in Cli. XIV). 
It will be seen that AFC continues to fall, it never rises, rather it helps 
AVC fall too far sometime but after some time AVC starts rising 
quicklv and raises ATC too. MC and AVC fall and rise at the same 
time. But it is to be carefully noticed that when MCand AVC are 
falling, MC is below AVC but when they rise, MC is above AVC. 
When AVC is constant MC is equal to it. In other words MC cuts 
AVC and ATC at their lowest point. 


oACj 


SACc 


SAC4 


Now let us draw the long-run cost curves. In this diagram 

SAC,. SAC,, SAC 3 , SACY SAC 5j SAC 6 and SAC 7 are short-run curves 

corresponding to various 

Y iac outputs. The thick curve 

Sac 7 / LAC which is tangent to 
\\ saCj SAC 6 y all short-run cost curves 

C? sac , c/Ni/ i8 tho lon ^ n,n ave ™8® 

51 ~ JiY cost curve. It envelops 

% \ 1/ all short-run cost curves 

& and is also called Envelope 

£ Curve. It is a U-shaped 

0 curve. In fact all cost 

curves aro U-shaped but 
the long-run cost curve is 

__ flatter. The implication 

A-“ “ X of the U-shapo is that 

OUTPUT when output is increased, 

Fi o. the cost per unit goes down 


M 

OUTPUT 
Fig. 2. 


° n Ht hire) th Iful n ™tpirrincreatLu C lyoncl B thl th tL long-run 
^tlrtsrising on" account of resulting diseconom.es. 

14 . Inter-connected Supply-J-t J 

..ppm -«* 

■" d T.niz’X .... jsj rri’S-" 

produced jointly. Some commodities hav ™ hcat an( ] straw, 

are produced in the same process, x I • ^yj ien any one of 

cotton and cotton seed, wool and mutton, et ■ ti py. For 

them is produced, tho other is produced automatic y 
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instance, when we produce wheat, the straw comes out itself. One 
is called the main product, e.g., wheat, and the other is called the 
by-product, e,j., straw. JOINT SUPPLY 

In some cases the joint products 
are produced in nearly fixed proportions, 
e.g., cotton and cotton seed. Their 
proportions cannot be varied. In other 
cases, the proportion can be varied. For 
example, by cross-breeding it lias been 
found possible to bread sheep either 
for wool or for meat. The quantity of 
one can be increased at the expense of 
the other. 

(6) Composite Supply. When there are different sources of 
supply of a commodity or service, wo say that its supply is com¬ 
posed of all these sources. You can 
get light from electricity, gas, keroseno 
oil, candles, etc. All these sources go 
to make up tho supply of light. It is 
a case of composite supply. Wherever 
there are substitutes or rival sources 
of supply, the supply is composite. 
There is composition among them and 
the most economical source of supply 
is tapped first. But they also combine 
and co-operate to satisf}' the same 
need. 


CAS 


ELECTRt CITY 


a 




WHAT YOU HAVE LEARNT FROM THIS CHAPTER ? 

Meaning of Supply. Supply means tho quantity offered for sale at a 
price and at a time. 

Supply and Stock. Stock is potential supply, i.e., what would be sup¬ 
plied if conditions were favourable, while supply means the quantity actually 
offered for sale. 

Supply Schedule. It is a tablo giving quantities offered at different 

prices. 

Law of Supply. Other things remaining tho same, as the price of a 
commodity rises, its supply is extended, and as the price falls, its supply is con¬ 
tracted. 


Exceptions. : Supply may not increase or decrease 

0) at an auction when only one article ia offered for sale. 

(2) if a seller badly needs money, and 

(3) when a furthor heavy rise or fall in price is expootod. 

Distinction Between Extension and Contraction of Supply on the 

one hand and Increase or Decrease of Supply on the other. Extension or 

contraction depends on a change in prico ; wheroas iucreaso or decrease is indo- 
penaent oi price changes. 


Extension of supply means that more ia offered at a higher price. In¬ 
crease m supply on the other hand, moans more offered at tho same price or 

W 1 1 (^ FI ^ | A A 1 m . means less is offered 

TfferAH it ‘ c f Decrease in supply, on the other hand, means that less is 
offered at the same price or tho same quantity is offered at a highor price. 

- i Su P ply -. When 8 W'y is rosponsivo to changes in price, it 
tw ^ 1 *• ' i b t wh °. n .cannot bo quickly adjustod to demand* as ro- 

or °the Droduohonof wi’ h ? f“ d l ° be , inelustio - Go °ds which are perishable 
or the production of which takes a very long time have an inelastic supply. 
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Causes of Changes in Supply ; 

(*) Natural causes, e.g., rainfall, natural calamities, etc. 

(it) Technical progress, e.g., discovery of new materials, new processes, 
new machines, new use of existing products, eto. 

(tit) Changes in the prices of factors. 

(tv) Improvement in the means of transport. 

(v) Calamities like war and famine. 

(vt) Deliberate action by the monopolists. 

(vti) Fiscal policy of the Government. 

Force Behind Supply. Supply is ultimately governed by the oo6t of 

production. , 

Expenses of Production and Cost of Production. ‘Expon9es’ moan 
money costs. Cost of production means sacrifices, efforts, exertion, abstinence, 
etc., undergone in producing a commodity. 

Prime Costs and Supplementary Costs. Prime costs mean the cost of 
material and labour actually used in making a commodity. They naturally 

vary with the output. . . . 

Supvlemcntc.ru costs or ovorhead charges mean fixed costs like salaries of 

the establishment, rent, interest, etc. They are constant, whatover the «calo of 


1 . 
2 . 
3. 


product t j l0 pr ; co of a commodity must cover both prime and supple¬ 
mentary cost-. But it may not do eo when there is dumping going on or when 
business is in the grip of a depression. In such cases, only prime costs may be 

covered. ^ co^t of reduction. It means (1) the cost per unit of the 

marginal output or ( 2 ) the cost of production per unit of the marginal firm or 
marginal producer (whoso costa are generally the highest). 

Marginal costs are different from average costa. . . . 

joint Supply. When two things aro jointly produced, they are m joint 
supply They have a common source and joint expenses, e.g., wheat and straw. 
' Comnositc Supply. When there aro several sources of supply of a 

■»*—*• 0il ’ ' leCtridty ’ et °" “ U ° f C<>n> 

posite supply y(>u TH£ FOLLOWING QUESTIONS ? 

What do you underslatul by supply 1 Account for changes in supply. 

SZTou'lf 2 S?p d ply} Can you think of any exceptions to the la. T 

3 . Whlfdoyol understand by an WtwL toy period! 

effect of an increase in supply on price «» the ah ort ^ J%5) 

A “" r0,e 6. Increase in -pp.y means 

^ xrsz se 

° S "**' ,Um 

,r ° U ° wZTdTyou untUrJJ b? IUncUd'* ' 

^^“Kfn^h^tablea, c gg s, 
have inelastic supply ] 

l and censer of production, 
ib) Prime costs and supplementary costs. 

(r Fixed costs and variable costs. 

Marginal costs and average costs. 

Composite supply and joint supply. 

%&£££$: «*> See Section 10- 

[See See. 11] 


Mention Jive articles the 
[See Sco. 7.] 

and ancient works of art 
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(c) See Section \2~ 


EXCHANGE 


CHAPTER XVII 

MARKETS 

Market is not a Mandi 

1. Introduction. Of the four departments of Economics, 
we have disposed of Consumption and Production and now we enter 
upon a study of the third, namely, Exchange. Exchange means 
buying and selling. We buy what we need, and sell what we can 
spare. Buying and selling are ordinarily carried on in markets. We 
shall, therefore, first study markets and then discuss how the prices 
come to be settled. Then we shall study the mechanism of exchange, 
i.e., money, credit, banking, international trade, etc. The present 
chapter is devoted to the study of markets. 

2. What is a Market ? The term ‘Market’ needs explaining, 
as it has got a different meaning in Economics from what it means 
ordinarily. In every-day language, the term ‘market’ is used in the 
sense of a particular locality, or a placo where the buyers and sellers 
of a commodity assemble and strike bargains. The commodity is 
either displayed or stocked there. The exact Hindustani equivalent 
for ‘market’ is mandi. Almost every town has a mandi and a big 
city has several of them. A mandi encloses a big square with shops 
all around. The commodity is displayed on the platform in front of 
the shops or is stocked in the godowns. The sellers of the commo¬ 
dity bring it into the mandi in carts from the neighbouring villages. 
The buyers and their agents, brokers or dalals, also reach the place. 
The bargain is struck in the presence of the buyers and sellers. This 
is what the term ‘market’ signifies in the ordinary language. 

But in Economics the term ‘market’ is used in an entirely 
different sense. Here it has no reference to a particular place. The 
buyers and sellers need not assemble anywhere. They may be living 
in distant places. Their coming together is unnecessary. They can 
do business with the help of the telephone, the telegraph or ordinary 
post. In this senso, a wheat market does not necessarily mean a 
kanak mandi, where the businessmen assemble to buy’ and sell wheat 
but it stands for growers of wheat to whichever place they may be- 
long, and the purchasers of wheat, wherever they may live, if thoy 
are in contact with each other. The French economist, Cournot, 
defines a market thus : 

“Economists understand by the term *market ’ not any particular 
market place in which things are bought and sold but the whole of any 
region in which buyers and sellers are in such free intercourse with one 
another that the prices of the same goods tend to equality easily and 
quickly” 
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This drfintion of a market brings out the following essential 
points :— ° 

(а) A market covers a region , which may he a district, province, 
'country or even the whole world from which buyers and sellers are 
•drawn, and not any particular place where they assemble. 

(б) There must be commercial intercourse among the dealers, 
t.e, buyers and sellers. They must be in touch with one another, so 
that they are aware of the prices offered or accepted by other buyers 
aDd sellers. 

(c) The same price must rule for the same thing at the same 

time. 

3. Evolution of Markets. In the earliest stages of civiliza¬ 
tion man lived in a natural state. He ate wild fruits and covorod 
his nakedness with the skins of wild animals. There was no give 
and take. Wants wero limited and simple, and every one was cap¬ 
able of satisfying them himself. For a long time, there was self- 
sufficiency and no need for any exchange. 

But the stage did arrive when man felt that the assistance of 
his fellow-beings was needed for the satisfaction of his wants. Some¬ 
times he was too ill to collect food, but had a store of skins or hunt¬ 
ing weapons which he could exchange for food. Or it happened 
that of two men, one was an expert in making weapons and the 
other in hunting. The two would gain if each specialised in what he 
could do best. Then exchange developed. 


But at first, people did not know the use of money and ex¬ 
changed goods directly for other goods. This system is called barter. 
But it was very inconvenient. It was not easy to find a person who 
wanted what others could sparo and who was willing to spare what 
others wanted. There was also the difficulty of dividing a commo¬ 
dity like a live animal when it was several times more valuable than 
the commodity for which it was sought to be exchanged. 

It was only with the introduction of money economy that 
markets in the modern sense arose and developed. We can traco 
the evolution of markets from two points of view, viz. geographical 

and functional. 

(A) Geographical Evolution. Geographical evolution refers 
to the increase in the area of the market. From the geographical 
point of view, the following stages have been observed m the 
development of markets : — 

(a) Family Market. Hero an exchange of goods took place 
only among the members of.a family. Each family was self-suffi¬ 
cient. A member of another family was a foreigner with whom there 

was no intercourse of any kind. 

(b) Local Market. At this stage, tho people living in one 
locality took part in buying and selling. The locality mig i >o < 
village or a few hamlets near one another. Lxchango was no 
fine(f now to the members of one family, but to aU peopb hving 
the locality. Heavy and bulky articles, for which the freight charge 
would be too heavy, have still a local market. Moreover, penshaDio 
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articles like fish, milk and vegetables have ordinarily only a local 
market. _ 

(c) National Market. In this case, all the inhabitants of a 
-country or a members of nation participate in the buying and scllmg 

of a commodity. The boundaries of the market are now as wide as 
the country itself. Fruits of Kashmir, for instance, travel to 
Bombay and Calcutta. 

(d) World Market. In the world market, the people of different 
•countries of the world are in commercial intercourse with one an¬ 
other. A portion of the wheat grown in Australia is consumed in 
England. Indian manganese is sent abroad, and British cloth is 
exported to Africa and India. Only such commodities find a world 
market as are durable and arc universally acceptable. 

It is not to be supposed that in the new stage, old types of 
markets disappear. For example, when national markets grow, the 
local markets do not disappear. AH types of markets exist side by 
side. For some commodities, like fresh milk and vegetables, wo 
have only local markets, and for commodities like cotton, wheat, 
precious metals, etc., we have world markets. 

The factors responsible for geographical evolution are the 
•development of the means of communication and transport and the 
use of scientific methods of preservation like refrigeration. The 
motor truck and the railway have carried the mangoes of Hoshiarpur 
(Punjab) to places like Delhi, a distance of 250 miles nearly. Before 
that, they had only a local market. The railway vans can carry 
grapes from Quetta (Pakistan) to distant places. Speedy means of 
transport have undoubtedly widened the area of the markets. 

(B) Functional Evolution. Another line of development of 
the market can be observed in the way the market functions. From 
this point of view, we may distinguish between the following stages 
of development: 

(a) Mixed or General Market. At this stage, traders do not 
specialise. They deal in all sorts of things. Thcro is one general 
market for all commodities. It is a mixed market. The same dealers 
deal in a number of commodities. A village retail store stocks all 
the articles commonly needed by the residents. It can supply cloth, 
salt, oil, matches, sugar, flour and what not. 

(b) Specialized Markets. This is an advanced stage. The 
traders specialize in the salo of particular commodities or oven the 
particular brands of them. Some deal only in wrist watches, others 
in clocks. There is a separate market for each commodity like 
wheat, cotton, gold, and stocks and shares. Some markets are whole¬ 
sale markets, and one cannot buy goods in small quantities in such 

markets. For small transactions, there are separate markets called 
retail markets. 


Functional development of markets may also bo based on the 
methods adopted in doing business. These stages are : 

(t) Inspection. The commodity is actually seen before it is 
purchased. This is even now necessary in some cases, e.g. % in the 
purchase of a horse or a house. 


202 


INTRODUCTORY JSCONOMIC8 


(it) Sample . The next stage is when instead of seeing the 
whole commodity, the purchaser relies on a sample taken from it 
i, . implies a higher standard of honesty among businessmen. 

Business by sample will fail if the traders show one thing and sell 
another. 

(in’) Grade. Another stage comes when the purchaser does 
not even see the sample. The commodities are graded and number¬ 
ed. The quality of each grade is well known among businessmen 
and consumers, e.g., 591 wheat, 376 muslin, D.I. long cloth, etc. An 
Indian merchant places an order in England for ‘Key’ brand long 
cloth. He knows that he will get the thing with which he i» 
already familiar. There is no need of seeing the thing or a sample 
thereof. But the commodity must be gradable. The extensive use 
of machinery today turns out standardised articles and facilitates 
grading. 

4. Law of Market Price. The definition of the term ‘mar¬ 
ket’, which we have studied above, says that there must be such 
free intercourse between the buyers and the sellers of a commodity 
that the price tends to equality -easily and quickly. From this it is 
easy to infer the law of market price which is that the price of any 
commodity in a market must be the same at the same time. Different 
qualities of the commodity must be regarded as separate commodi¬ 
ties for this purpose. This law is also called Law of Indifference. 
When the same price prevails in a market, one is indifferent as to 
from whom one buys and to whom one sells. 


5. A Perfect Market. Where the law of market price ope¬ 
rates, i.e., where the same price rules for the same commodity at the 
same time, the market is said to be perfect. This will happen when 
a commodity can be moved quickly from one part of the market to 
another. “ A market is said to be perfect, when all (he potential sel¬ 
lers and buyers are promptly aware of the prices at which transactions 
lake place and all the offers made by ether sellers and buyers and when 
all buyers can purchase from any seller and conversely." Only under 
such conditions will the same price rule for the same commodity at 
the same time in the market-. 

The following are the conditions which must be fulfilled before 


a perfect market can develop : — 

(t) Free Competition. Competition between buyers and buyers 
on the one hand, sellers and sellers on the other, as well as between 
buyers and sellers, must, bo absolutely free. There should be no 
monopolist either on the buyers’ side, or on tho side of the sellers. 
A mono]>olist is usually in a position to charge different prices lrom 
different persons. Only when there is free competition does t ie 
same price rule in the entire market. 

Iii ) Cheap and Efficient Means of Transport and Communication. 

If commodities cannot be cheaply and quickly transpor er 
one place to another, different prices might rule in a market, simi¬ 
larly, in the absence of means of rapid communication like wireiess, 
telegraphy and telephone, different prices may come to rule 
rent sectors of the same market. But if the means o 
and communication are cheap and efficient, any consit ora 


/ 


MARKETS 


203 


rencc between prices can bo removed by carrying goods from a re¬ 
gion of low prices to that of high prices This movement of goods 
will continue till the prices are equalized. In a perfect market all 
the potential buyers and sellers must bo promptly aware of the 
prices charged and offered. There should be no ignorance about 

such matters. 

(tit) Wide Extent. It is also necessary that the market for the 
commodity should be as wide as possible A limited mark'-, k 
usually an imperfect market. The extent of market depends on the 
nature of the commodity, whether it is durable or perishable, and 
the nature of demand for it, whether it is steady or fluctuating. It 
also depends on several other factors discussed m the section below. 

For some commodities the market may bo perfect and for 
others imperfect. For consumers’ goods of a perishable nature the 
market is generally imperfect. For producers’ goods like machinery 
it is perfect. Wholesale markets are generally more perfect than 
retail markets. A labour market is less perfect, for workers lack 
mobility. Markets for money, gold, silver, and stocks and shares 
are perhaps the most perfect. For real estate, the market is less 
perfect. For second-hand books, the market is imperfect because 
there is no standard price. 

6. Extent of the Market. There aro several factors which 
make the markets wide or narrow. Of these the following may bo 
noted :— 


(а) Extent of Demand. If the demand for a commodity is 
universal and constant, it will have a wide market. In tho case of 
limited or fluctuating demand, the market will be narrow. Natu¬ 
rally a certain type of garment, which is worn only in a particular 
region, cannot have a wider market. 

(б) Portability. For a wide market, the commodity should 
have largo value in small bulk, e.g gold, 6ilk, etc., so that it pays 
to carry it. Bulky and cheap articles like bricks are not portable, 
and cannot have a wide market. The market for them is a narrow- 
one. 


(c) Durability. If a good is perishable, c.c/., fresh fruits and 
milk, it cannot have a wide market. Only durable articles like gold 
and those which do not quickly rot, e.g. y wheat, can have a wide 
market. Such commodities can be carried over long distances with¬ 
out deterioration. 


( d) Possibility of Sampling and Grading. Those commodities 
have a wide market which can bo easily graded or sold by sample. 
In such cases, even foreign customers can buy goods without being 
deceived. Non-standardised goods cannot have a wide market. 

(e) Peace and Security. Trado between distant places is not 
possible unless peace and security reign. The size of tho mar¬ 
ket, therefore, depends on the state of law and order in the coun- 
try. In a disturbed State, the traders in one region will feel great 
hesitation in entering into trade relations with traders living at a dis¬ 
tance. 
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{/) Fiscal Policy of the Government. The extent of the market 
t : depends on the policy of the Government. Tariff walls in the 

the P ma!lII 3 f POr Ti d,, n eS ’ ,m P orfc restrictions or quota system restrict 
the market The Government can also ban or limit exports. In 

tins way, the Government policy determines the extent of the mar¬ 


i ? 'r S °*? e S P ecialised Markets. While discussing the evo¬ 
lution of markets, we said that specialised markets had come into 
being for most transactions. There is the money market whoso 
members are the banks which lend money, and financiers and dis¬ 
count houses which borrow money. The monev market is concerned 
■with borrowing and lending. 

Foreign Exchange Market. This market is concerned with buy¬ 
ing and selling of foreign currencies. 

Produce Exchange. This type of market deals in agricultural 
produce like wheat, cotton and oil-seeds. The members deal in 
futures, i.e., satta , and have also spot transactions, i.e., when deli¬ 
veries take place on the spot. 

Stock Exchange. This is an organisation for the purchase and 
sale of stocks and shares. Such an organisation is very useful. It 
enables capital to move from old and decaying industries into now 
and growing ones. Through the stock exchange, shareholders are 
enabled to realise cash for their shares in case of need. Tho ease 
with which shares can be bought and sold induces investment in new 
ventures. True value of shares comes to prevail. 

8. Speculation—Its Meaning. Speculation is somewhat 
like what is popularly known as satta. It is like this. Shares of 
joint-stock companies and primary commodities like wheat and cot¬ 
ton are bought and sold at current prices, but no actual deliveries 
take place. The settlement is made at some future date with the 
6olc object of making profits by the difference between the current 
price and the price at the future date. If the price of wheat is, 
say, Rs. 10 per maund in May, and a speculator thinks that it will 
go u)) to Rs. 15 in November, he will buy ono unit 1 or more of it 
in May, at Rs. 10 per maund, delivery to be taken in November. 
If his forecast is correct and the price goes up to Rs. 15 per maund 
;in November, he will sell his holding of wheat, and realise a pro¬ 
fit of Rs. 5 per maund. This is speculation. The commodity is 
not actually bought and sold. Only the difference is paid and re¬ 
ceived. 

9. Kinds of Speculation. Speculation is of two types 
Legitimate and Illegitimate. 

(1) Legitimate Speculation. When the speculators proceed in a 
scientific manner, it is called legitimate speculation. They study 
the climatic conditions in countries which grow a particular commo¬ 
dity. They also study crop forecasts. Thus, they study the sup¬ 
ply situation. In the same manner, they try to estimate the probable 
demand—possibility of a war, increase in population, etc. men 
after carefully studying tho necessary data they arrive at a coneiu- 


1. A unit consists of 100 maunds of wheat. 
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• ftVtmit the likely price. If the price is going to rise, they buy 

speculation. Speculation. But if speculation is indulged in 

blind/y ’without such a scientific study it is * 

makes the difference. , f 

10 Advantages of Speculation, hew people think well of 
speculation or of satta as they call it. A man who indulges in it is. 

P iirn,Ll hv society They call him a sattabaz or a gambler and 
bok “own upon him Condemnation of illegitimate speculation on 

both economic and moral grounds is justifiable. 

Legitimate speculation, however, is useful There ,8 ample 
economic justification for this type of speculation. One great 
advantage is that it makes prices steady by reducing violent fluctua¬ 
tions. Let us see how it does this. 

How speculation makes price steady T Ret us take the same 
example again. Suppose I think that in May the present price of 
wheat, Rs 10 per maund, will go up very high in November I 
enter into a bargain for the purchase of oOO maunds. When I buy, 
many other people follow my example. The result is that the price 
begins moving up due to the activities of speculators like myself. 
Speculators do not buy wheat for personal consumption. Their sole 
object is to make a profit. When, therefore, November comes we¬ 
al 1 sell out.. The result of these sales will bo to depress the price. Left 
to itself the price of wheat might have gono up to Rs. 18 per maund' 
or even higher. But becauso we are all selling and there is more 
wheat in the market, the price will not rise to such heights. On 
account of these additional supplies, it may rise only up to Rs. 14 
per maund. We had anticipated a big difference between May and! 
November prices. But as a result of our action the difference has- 
been reduced to Rs. 4 per maund only instead of Rs. 8 or more. 
We have prevented a violent rise in price. Wo have not been able^ 
to stop the prices from rising altogether, but we have narrowed 
down the range. This is how speculators steady prices. Steady* 
prices are beneficial in several ways : 

(1) Steady prices are useful for consumers. If prices keep mov¬ 
ing up and down the scheme of consumption is upset. The consu¬ 
mers cannot properly map out their expenditure and cannot secure • 
maximum satisfaction from their limited resources. Hence steady 
prices are good for consumers. They are free to arrange their con¬ 
sumption of commodities without any fear of being upset by changes 
in prices. 

(2) Steady prices are useful for manufacturers. Manufacturers 
are anxious to obtain their supplies of raw materials at steady prices. 
They have to quote prices of their products months ahead. This quo¬ 
tation is based on the prevailing price of the raw material, but the 
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material itself has to be purchased later. If, therefore, the price goes 
up in the meantime, they will be losers. But the existence of a 
speculative market protects them. The enter into a contract for 
supplying these goods in the future and protect themselves against 
losses from price fluctuations. The owner of a flour mill, for instance, 
undertakes to supply flour to the army at a certain price. Lest wheat 
should become dear and put him to loss, he enters into a future 
transaction and purchases wheat for the month when he has to 
deliver the flour. He thus covers his contract and avoids the risk of 
loss from fluctuations in wheat prices by means of speculation. 

(3) Speculation is useful for society at large. When speculators 
begin buying wheat, it is a warning to society that a shortage may 
be feared. The Government can take timely steps to economise the 
consumption of wheat and prevent its wasteful use. Rationing may 
be introduced or the Government may take other suitable steps to 
control prices. 

Hence speculation is very useful to consumers , manufacturers and 
(he society in general through its steadying influence on prices. 


11. Dangers of Speculation and the Remedies. The 

dangers of speculation arise from two causes : from its excess and 
from the ignorance of the speculators. 

Excessive speculation is bad. Price movements are overdone. 
Fluctuations of prices become more violent. Many businessmen are 
ruined. The market is dislocated, and even bona fide dealers come to 

grief. 

Ignorant speculation, or what has been called illegitimate 
speculation, is dangerous. Instead of having a wholesome influence 
•on prices, it upsets their steady movements. Illegitimate speculators 
ruin themselves and do a lot of harm to society. Led by mere 
rumours they are apt to buy when they should sell and sell when 
they should’ buy, thus making prices fluctuate violently. Their 
activities cut at the root of genuine business. Hence speculation, 
when carried to excess or indulged in blindly as a gamble, dislocates 
trade and industry, and proves harmful to the community. Specu¬ 
lation is good, but too much speculation is bad. When speculation 
becomes an end in itself, it is dangerous. 

What are the remedies ? Speculation not only ruins individual 
businessmen but also proves harmful to the economy of the country 
in a number of ways. It is, therefore, felt necessary to control the 
activities of speculators. The following are some of the seeps that 

can be taken :— , 

Legislation. Anti-speculation laws can be passed so that a 
y J n , lt on speculative activities. But wo cannot solely rely on 
Hws to* check°unhealthy speculation. Clever speculators will always 
£"bto to find some loopholes in the laws and adopt some devices to 

Hi) Reform of Stock Exchange s. It is possible to introduce 
some reforms in stock exchange practices in order to prevent ov 
speculation. But these reforms can bo successful only if the busi 
nessmen co-operate wholeheartedly. Such co-operation y 
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always forthcoming. Henco reform of stock exchanges may nob prove 
very effective. 

(tn) Vigilant Press. The press can play an important role in 
checking speculation by exposing the nefarious activities of the 
speculators. In this way, strong and healthy public opinion may bo 
created against speculation and speculators. 

(u,) Sound Business Morality. The real remedy against specu¬ 
lation is the building of sound business morality in the country, bo 
long as the business morality remains low not much can be achieved 
in this direction. Unfortunately, this is the situation that exists in 
this oountry at present. 

(r) Commercial Intelligence. Speculative losses can bo avoided 
if the Government places at the disposal of the community correct 
and up-to-date statistical information. If correct business intelli¬ 
gence is supplied promptly, there will not be much scope for un¬ 
healthy speculation. 

Speculation, however, cannot be rooted out altogether ; nor is 
it desirable to do so. What is needed is only a curb on over-trading 
and unhealthy speculative activities. The above measures will go a 
long way in achieving this object. 

12. ‘Bulls* and ‘Bears’. These terms are current among 
speculators. When price changes, it benefits some speculators, and 
means a loss to the others. There are somo who will gain if the 
price rises. They are called ‘j Bulls'. A bull tosses up his enemy. 
Those who gain if price comes down are called ‘ Bears'. A bear 
tramples down his enemy. The market is said to be bullish if prices 
are showing an upward tendency. It is tezi. If the prices are coming 
down, it is bearish or mandi. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

# Meaning of the term ‘Market.* In Economic-:*, m'irkDt. is not synony¬ 

mous with Mandu It does not ref^r to any particular locality or place whoro 
the buyers and sellers assemble together ; it rathor moans the tvhole of the region 
to which the dealers in a commodity belong. 

Evolution of Markets. In tho earliest stage of human sooiety, there 
was no exchange and henco no markets. When exchange did bogin, it was by 
barter. Then came money economy, and exchanges multiplied. 

Evolution of markots can be traced from two points of view : 

(n) Geographical Evolution : 

1st stage—Family markets ; 2nd stage—Local markets ; 3rd stage — 
National markets ; and 4th stage—World markets. 

At present all stages exist sido by side. For 6omo commodities markets 
are local, for others national and for still others world markets. Geographical 
development has taken placo on account of development in tho moans of com¬ 
munication and transport and scientific processes liko refrigeration. 

(b) Functional Evolution : 

1st stage—General or mixed markots and 2nd stago—Specialized 
markets. • a 

On the basis of the methods of working ; 

1st stage—inspection ; 2nd stage—sampling ; and 3rd stage—grading. 

Law of Market Price. Tho same price rules for the same quality of a 
commodity at the same time in a market. 

Perfect Market. Where the same price rules for the same commodity 
at the same time in a market, it is called a perfect market. 
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Conditions of a perfect market \ 

(а) Freo competition. 

(б) Cheap and efficient means of transport and communication.. 

(c) Wide oxtent. 

Wide Market. It depends on : 

(a) Wide demand for tho commodity. 

(b) Its portability. 

(c) It* durability. 

Id) Possibility of its being sampled and graded. 

(f ) IVaec and security in thecomitry. 

( f ) Fiscal policy of the Government. 

Some Specialized Markets. Money Market ie concerned with borrow- 
ins and lending of money. 

Foreign Exchange Market-(or buying and selling of foreign exchange or 
foreign currencies. 

Produce Exchange —is concerned with the purchase and sale of agricultural 
* Etock Exchange— is an organisation for tho purchase and sale of stocks 


and share*. 

Advantage* of Stock Exchanges \ 

(nt Capital enabled to move from one industry to another. 

\ b) Shareholders are enable.! to realise cash for their shares when in 
need¬ 


le) Investment in new ventures is stimulated. 

id) True value of shares co nes to be settled. 

Speculation.—This means buying and selling at current prices, but the- 
transaction is to he carried out at some luture date. 

Kind* of ‘ Speculation —Tt refers to transactions on scientific business 

.. .'arried on by experts who thoroughly understand market conditions. 

^ means speculation by blind followers of 

scientific speculators. It is pure gambling. 


It i», th.r.for«, jeM lot (a, —- 
(6) producers, and (c) the society in general. 

S3. - 

(ii) Illegitimate speculation ruins tho speculators, an 

ReSZ? Legislation, vigilant press healthy public opinion, reform of 
exchanges, prompt commerml intelligence, ete. 

•Bulls' and -Dears' : 

.Bulls'— who stand to gain by a rise in prices. 

•Bears' _who stand to gain by a fall in prices. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

, Define marU. “/r/r/SiMftS'i A 
Has the extension of market been beneficial to India ? [P.U. 

H [For definition sce-scctmn 2 | ^ arose 

r Factors leading to rise ami extension of ^ ^ 

when population increased and ® f , • tho m eons of com- 

oxtension of markets was duo ^rrKofTl stan lands together, 
inimical ion and the development of mar- 

tho same direction. 


MARKETS 


209 


For India it has produced both good effects and bad. Good 
effects have been that producers have got bettor prices, consumers 
have been enabled to use commodities produced elsowhuro and the 
standard of living baa risen. Territorial division of labour has 
increased wealth ; exchange of ideas goes along with exchange of 
goods ; prices have been equalised ; famine relief has become more 
effective. 


The bad effects have been that natural resources have boon 
exploited for the benefit of foreigners. India began specialising in 
the production of raw materials which is economically unprofitable 
and ancient Indian industries have been ruined. Prices of goods and 
raw materials have risen for domestic consumers and manufacturers. 
It has led to dependence on foreign countries which proves dan¬ 
gerous during a war.] 

-• What is a market ? Discuss the factors which determine the size of a 
market for different commodities. 

(Utkal Inter. Arts 1059 ; Rajasthan Pre-Univ. I960) 

State giving reasons what you would expect to be the size of a market for 
brteks , wheat, fre3h vegetables, precious metals, milk , Kashmiri apples and shares 
of the Reserve Bank. (P.U. 1958 ) 

Or 


Define market. What are the conditions of a wide market ? What is the 
extent of the market of the following commodities : Mangoes, books written in 
Hindi, Government of India Securities. (U.P. Board 1956 ; Saugar 1952 > 

[See sections 2 and (>. Mangoes, Kasluirri apples, fresh vegetables 
and milk being perishable commodities have a local market or Pro¬ 
vincial market ; books written in Hindi have a national market and 
so also Reserve Bank shares, precious m tnl* and the Government of 
India Securities ; bricks have a local market.] 

3. What do you mean by market in Economics ? What is the nature of 
the market for the following J 


(o) Fresh vegetable, (b) Wheat (c) Brick, (d) Gold. {Delhi 1955) 

[See Q. 2 above, (a) local market, (6) world markot, (c) local 
market, and ( d) world market.] 

(6) Fill in the blanks by uiing one of the words within brackets : 

Gold and silver have . {national, international) market 

— 7-3 pstsstr** - war- 
— ? ^<SMrss; 

« nle a short note on Stock Exchange. [See Sec. 7.] (P.U. 1911 

• [£■sS;,] ]r/ia ' orc 175 —*«*"»*«*.» 
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PRICE THEORY : PRODUCT PRICING 
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varying degrees of competition ranging from monopolistic competi¬ 
tion—oligopoly, duopoly, and monopoly representing decreasing 
competition in each subsequent firm. 

We first start with perfect competition. 

2. Perfect Competition. What constitutes perfect competi¬ 
tion ? It implies the following things :— 

(i) A large number of buyers and sellers. When there are a 
large number of buyers and sellers in a market, no one alone can 
influence the demand or the supply position of the commodity. 
Hence no single dealer can influence price. 

(tt) Homogeneous Commodity. The commodity to be sold should 
be of a uniform quality. In this way the same price will tend to 
prevail in all sectors of the market. 

(in) Freedom of Entry or Exit. The buyers and sellers should 
be free to enter or leave the market. This will iron out the irregu¬ 
larities arising out of abnormal gains or abnormal losses. If, for 
example, there are abnormal profits, more businessmen will enter 
into the business and their competition will bring down the rate of 
profit to a normal or reasonable level. 

(iv) Perfect Knowledge. The buyers and sellers should have a 
perfect knowledge of the market position. If they are ignorant of 
the prevailing prices, they cannot take advantage of the differences 
in prices. These differences will continuo which means that the 
competition is imperfect. 

(v) Mobility of Factors of Production. Factors of production 
should be easily mobile so that adjustments can bo made promptly. 
If the factors cannot move, it will hamper competition. 

These are, in short, the implications of perfect competition. 
As a result of all these influences, under perfect competition the 
some price tends to rule at the same time in a given market No 
individual seller or buyer can influence the price by his own action 
Price for both buyers and sellers is a given factor. 


3. Equilibrium of Firm and of Industry. Before we study 
determination of price under perfect competition, it is necessary that 
the student must have some idea of the equilibrium of tho firm and 
equilibrium of industry under perfect competition. It is the total 
demand of the consumers and total supply of the commodity of all 
the firms in the industry that determine the price. But an individual 
firm has to attain a position of maximum profit on the basis of the 
prevailing market price which an individual firm cannot influence 
and which it must therefore, accept. Tho firm will fix an output at 

which its profit is the maximum and at this point it will be in eaui- 

libnum position. *'4 UI 


In order to maximise its profits, a firm must constantly comnare 

wu ° fi productl ° n » nd revenue or income that it may C 
When a firm expands its output, it gets some extra i “onie or 
marginal revenue by producing an additional unit but Tt also 
incurs some extra cost, ,.e marginal cost. Obviously Lo long as the 
extra or marginal revenue is greater than marginal east ft il T 
the advantage of the firm to expand the output further B^t 
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expansion cannot go on indefinitely ; soon the diseconomies will 
occur and the marginal cost may overcome marginal revenue. Here 
is the point of aggregate maximum profit and beyond this point the 
aggregate profit will be less. In other words, at the point of 
equilibrium marginal cost (MC) = marginal revenue (MR), i.e., where 
marginal revenue (MR) is equal to marginal cost (MC), the firm is 
in equilibrium. Since under perfect competition price (AR)=MR, 
hence in equilibrium MR=MC=AR. 

Suppose the firm is producing an output at which marginal 
cost is greater than marginal revenue or income the firm is undergoing 
a loss on the additional unit ; it cannot be in equilibrium ; it must 
reduce its output so that marginal cost becomes equal to marginal 
revenue • similarly if the marginal cost is less than marginal 
revenue then also there will be no equilibrium. The film will gam 
if it produces more till the marginal cost becomes equal to marginal 
revenue It is onlv then that the firm will be in a position of rest or 
balance and its aggregate profit will be the maximum. In the long 
run for a perfectly competitive firm to be m equilibrium besides 
maginal cost being equal to marginal revenue, the price must also b< 

equal to average cost (Price = MC — AC). 

Fmiilibrium of the firm under perfect competition ran be re- 

JSfSTm r, 

,. r ed along OX and revenue 

cost along OY. MC is 
the marginal cost curve 
and PL is the averago 
revenue (All) and mar- 
ginal revenue (MR) curve. 
Since under competition, 
the demand for the indivi¬ 
dual firm is perfectly elastic, 
the demand curve (*•*., 
average revenue curve) is 
represented by a horizon- 
n,r V . tal straight line The 

marginal revenue (MR) is equal to price A jum nt 0 M. 
Alt arc the same ; they coincide. Tins firm is m q ^ u ^ 

output at OP (=BM, price«=MC. Wc know un(lcr 

ing maximum profit. Here MO c Hence the firm is under 

perfect : (0 MC=MR=AR 

and (t’OMC curve cuts the MR curve from belo*^ . ntroduce(1 her0 . 

A new curve AR ( ;YThe g \ r rT'lpend S s'on" tic 'demand price 
The average revenue of the firm 1 average revenue 




PRICE THEORY : PRODUCT PRICING 


213 


tendency to contract so that, there is no inducement for any new 
firms to enter it nor for the existing firms to leave it. This will 
happen when all the firms in the industry are just making normal 
profits, neither more nor less. Normal profits represent the level of 
profits just sufficient to induce the individual firms to stay in the 
industry. Also it is necessary that for an industry to be in equilibrium 
all the individual firms in it should be in equilibrium, i.e., they arc 
equating marginal revenue with marginal cost. 

An industry will be earning normal profit if the price (Alt) 
is equal to average cost (AC). If the price is higher, then obviously 
more than normal profits are being made and new firms will bo 
attracted to the industry. If, on the other hand, price is less than 
the average cost, then profits arc; less than the normal and some firms 
will leave the industry. In both these cases, clearly the industry 
is not in equilibrium. It will be in equilibrium when AR==AC. 

Thus two conditions are necessary for equilibrium in industry : 
(i) MR=MC for all firms and (it) AR = MC in the industry. 

It is rare that an industry can attain full equilibrium in the 
short run. Only in the long run it is possible for an industry to 
attain full equilibrium, for the economic factors must have free and 
full scope for adjustment. 

4. Determination of Price under Perfect Competition. 

So many problems in Economics arc linked with demand and supply 
that a cynic might easily suggest that we should catch a parrot, 
teach him the two words ‘demand’ and ‘supply’ and the parrot will 
be able to give answers to all economic questions. The answer may 
possibly be correct, but the parrot would hardly understand the 
significance of these words. The student of Economics must not 
merely repeat parrot-like these two words, but he must also under¬ 
stand them. He should be able to explain the forces which lie 
behind demand and supply, and how they act and react. Price under 
conditions of free competition is determined by the interaction of 
these forces. Let us now consider the sides of demand and supply 
separately to understand the actual determination of price. 

Demand Side. Effective demand is not mere desire to possess 
a good, but it is desire backed by ability and willingness to pay for 
it. It also takes into consideration the price at which the goods are 
selling, and the period of time during which the demand is to be met. 

i t ^ iere aro buyers who demand a commodity. That bu\ r er 

only will be able to buy it who can offer the highest price. If others 
want to have the commodity, they must also pay the same price. 
as a result ot competition among buyers, one price thus comes to be 

On the side of buyers, the law of demand price operates. If 
price rises demand contracts, and less urgent wants of the poorer or 

less keen buyers will remain unsatisfied. On the other hand, if price 
lalls demand will extend. r 


v f £ of the °f diminishing utility, a purchaser can 

hLZ1 • b ^v ? n , ly at a Wr P rice * The consumer will 
buy at a price which he thinks is just worth his while to pay for the 
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commodity. This point, we know, is the point of marginal utility. 
Hence we say that so far as the demand side is concerned, it is the 
marginal utility to the purchaser which indicates the price. 

It is not correct to say that marginal utility fixes or determines 
price, because marginal utility is itself governed by price. If price 
falls, marginal utility will also fall, and vice versa. We can only say 
that price measures marginal utility or that marginal utility and 
price coincide. Thus, on the demand side, price tends to equal marginal 
utility as measured in money. 

Supply Side. A similar analysis has also to be made of the 
forces operating on the supply side. The quantity which immediately 
influences price is not the stock of the commodity in existence, but 
the quantity actually offered for sale. 

Just as there is competition between buyers and buyers, 
similarly there is competition between sellers and sellers. That seller 
will be able to sell who is prepared to accept the lowest price. So 
long as his supply is not exhausted, his price will rule the market. 
If any other seller wishes to sell, he must also sell at this very price. 
When his supply is finished and some demand is still unsatisfied, a 
higher price will become effective. Hence as a result of competition 
between sellers and sellers, one price comes to prevail. 

Supply too is elastic. In accordance with the law of supply, 
more will be offered at a higher price than at a lower price. If the 
price is not high enough, those sellers who do not urgently need 

money will not sell. 

Just as the buyer will buy at a price which ho thinks just 
worth his while, i.e., the price measures his marginal utility, m 
the same manner, the seller also considers whether it is worth his 
while to sell at a certain price. He must look to his total cost . 
The price must compensate him fully, i.e., cover both his prime an 
supplementary costs. Temporarily, Ho^aysenchcap and even 
incur a loss, but he cannot go on doing this indefinitely. His total 
cost must be covered in the long run. It .s the costI£ r ’ 
marginal firm or marginal output that has a determining 
This is called marginal cost of production. 

From the side of supply it is the average ™f oflhe marginal 
firm and the marginal cost of the average firm that deter V 

' nike But^it is wrong to say that the marginal cost of production 

governs price, for the position of the margin itself ®P en C ost of 
We can only say that the price approximates to m b 

I, ” d '.,11.. .1... "T," 5 " 

sss 

revenue in order to maximise his aggregate profi . 

To sum up, uFromthesidcoIDmiand, ^- 
article tends to equal the marginal utility or the 
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the marginal pnrchaser, while from <he s.de of Supply, »t 
tends to equal the marginal cost of product.cn or the costs 
incurred by the marginal firm. The pomt of comctdence 
between marginal utility and the marginal cost, both as 
measured in terms of money indicates the price. —( Silverman) 
Or Simply, we can say that, at any given moment , the price 
corresponds to marginal utility ? In the long runs t tends to 
approximate to marginal cost of production. This is what ts 

called the theory of value. 

5. Equilibrium between Demand and Supply. In the 

previous section, we analysed the forces operating on the side of 
demand and on the side of supply. The price in the market is the 
result of an equilibrium between these two forces. That price will 
be stable at which these forces are properly balanced or are in 
equilibrium. Equilibrium is the point at which equal quantities of 
goods are placed in the two pans of a pair of scales. Let us see how 
the forces of demand and supply act and react to reach the point of 

equilibrium. 

Let us consider the following demand schedule for wheat in 
the market and its supply schedule :— 

Demand for Wheat 
( mde .) 

8,000 
12,000 
17,000 
24.000 
35,000 


45,000 

53,000 


Price per md. 

Wheat St 

Rs. 

(tnde.) 

35 

90,000 

30 

75,000 

25 

00,000 

20 

45,000 

15 

35,000 

12 

25,000 

10 . 

20,000 


At Rs. 35 per md. the sellers are prepared to sell 90,000 mds. 
but the buyers are willing to buy 8,000. Obviously, demand and 
supply are not in equilibrium at this price. The supply is greater 
than the demand. The price must fall. It will go on falling till we 
reach a price where the demand for wheat and its supply are equal. 

Take the other extreme. At Rs. 10 per md. the buyers want to 
buy 55,000 mds., but the sellers offer 20,000. Again, there is dis¬ 
equilibrium. The demand is greater than the supply, and the price 
must rise. It will go on rising till we reach a point at which the 
demand and supply are equal. 

The price at which the same quantity is demanded and the 
6ame is supplied is Rs. 15 per md. Here there is an equilibrium 
between the two forces. Till the equilibrium is reached the price 
must either move up or come down. But at this point, the price 
has come to staj r . This is how interaction of the forces of demand 
and supply determines the price. 

The buyers who are just induced to buy at Rs. 15 per md. are 
the marginal purchasers ; they w’ould not have purchased, if the price 
were even a bit higher. This price is changed from all the purcha¬ 
sers irrespective of individual utilities. The differences in tho indivi¬ 
dual circumstances of the purchasers will bo reflected not in the 
different prices paid but in the different quantities purchased. For 
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example, a rich man would buy more than a poor man till his mar¬ 
ginal utility comes down to the same level. 

The seller who is just induced to sell at Rs. 15 per md. and 
who would not have sold if the price were less is the marginal pro¬ 
ducer. The cost which he was just induced to incur when the 
price was Rs. 15 per md. is the marginal cost. At Rs. 15 per rad. 
marginal utility and the marginal costs coincide and there is the 
equilibrium. The price at which demand and supply are equal is 
known as equilibrium price and the quantity demanded and supplied 
is called the equilibrium amount. 

Diagrammatic Representation of Equilibrium 



Quantities of wheat are measured along OX and price along OY. 
DD' is the demand curve and SS' is the supply curve. They 

intersect at P. Rs. 15 per rad. 
is the equilibrium price, for at 
this price, the same quantity 
is demanded and supplied, i.e., 
35,000 rads. 

It is not demand alone 
which determines price nor 
supply alone which does it. 
Price is determined by both 
demand and supply. It is the 
equilibrium between the forces 
of demand and supply which 
make a certain price to prevail 
in a market. Sometimes the 
influence of demand is greater 

nd at other times that oi supply greater. But the influence of 
oth is exerted in the formation of the price. 

Dr. Marshall compares demand and supply to the twoblade^ 
,f a pair of scissors. Both are needed for cutting th p* t he 
ne time, it may seem that only one blade is moving TJmg de . 
utting, but it does so because the other bkdo *s tl , • 

nand alone may seem to determine price sometimes, but supply 

Iso there. , p if do- 

G. Relation between Demand, Supp t0 bc 

nand increases, price rises, and rice ter ■> ' ‘ d decreases ; so it 
he cause of price. But if price 

.Iso looks as if price is the cause of the chang fo „ 8 . thus sllp . 

In the same manner, if supply increas P “ „.;lii ,g to sell 
,Iy affects price. But if price falls then the sellers are 

css ; hence price affects supply. a i argo r 

If demand increases, price rises which b " n S , But if s ,, p . 
upply. Thus demand through price influences spp >• change 

fly increases, price falls which stimulates demand. Hence 

supply influences demand throng 1' P™<\ ^ „, a(lon belween de 

lt . ,S q V‘ t / pfTfCt but of mutual causa 


an 


From the above, it is quite clear inn in _ , causa- 

d, supply and price t s not of cause a ” d £ t j ie other and in 
. They arc interdependent ; one influences the 
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its turn is influenced by it. They are like three balls lying in a cup 
and we cannot say which supports which. 

7. Importance of Time Element in Theory of Value. We 
have been discussing the theory of value, which states that the deter¬ 
mination of value is a question of demand and supply. The price 
comes to settle at a level where the marginal utility to the purcha¬ 
ser coincides with the marginal cost of production to the producer. 
This is the point of equilibrium between the forces of demand and 
the forces of supply. But it takes time for t he equilibrium to be 
attained. 

On the basis of time, wc may distinguish four broad types of 
equilibrium prices : 

(1) Market price ; 

(2) Short-period price or sub-normal price ; 

(3) Long-period price or normal price ; and 

(4) Secular price embodying changes occurring in a generation 

or so. 


The importance of the time clement lies in this that the price 
which comes to prevail depends on the time allowed for the forces of 
demand and supply to adjust themselves. 

Suppose demand for blazer cloth of a particular type increases 
all of a sudden in a market, say Delhi. Let us study the effect of 
this increase in demand on its price in a day, in a month, in a year 
or two and in a generation. The equilibrium price will be obviously 
different in all the four cases. 


(t) In the short period ofada}-, supply means the stock of 
blazer cloth on hand or in sight. It cannot be increased at a short 
notice. The price will be settled by the marginal utility to con¬ 
sumers for this cloth. When demand has increased, the prico will 
shoot up very high. 

(it) Given more time, the merchants of Delhi will obtain blazer 
cloth from Bombay, Calcutta or elsewhere. This will increase the 
supply and tend to depress the price to a certain extent. But if 
the demand still remains unsatisfied, the price will not go down to 
its previous level. In this period, too, which may be called the short- 
pertod, marginal utility still plays an important part in the determi¬ 
nation of price as the supply is comparatively fixed. 

vnrnnl'^ T - h j ^ er P eriod (a year or two in this case) is called a 

b™*i w r h a P er,od ’ SU PP I .V ™?ans "hat can be produced 

by new looms which can themselves be profitably produced 1 and nut 

to ns, Thus blazercloth will be' manufactured on ne w am 
ou put win bn„ T „ h H SUPP lr entary °° St bein e S P read over a n lar a ^ d r 

down tbe price'of bhuer 1 cloth I^Delhi “ d ^ 
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and of standards of living to adjust themselves. The changing 
conditions of demand and supply from one generation to another 
nave ample time to settle down. It is possible that prices will "o 
down still further as a result of the introduction of new labour saving 
devices and a general improvement in the methods of production. 

Thus it is obvious that price depends on the period with re- 
ference to which we want to know it. The shorter the period the 
greater is the influence of demand on price, and the longer the period, 
the greater the influence of supply. It is possible that if demand 
for a commodity increases immediately the price may rise, but in 
the long poriod, it may full if the industry is subject to the law of 
increasing returns. It will rise in the long period if the industry is 
subject to diminishing returns and remain constant, if it is subject 
to constant returns. Herein lies the significance of the time element 
in the theorv of value. 


8. Difference between the Short-period (Sab-normal) 
Price and the Long.period (Normal) Price. Short-period Price. 

In the short-period, sufficient time is not given to the forces of supply to 
adjust themselves to the changed conditions on the side of demand. If 
the demand has increased, the producers will try to meet the extra 
demand by overworking the existing factors of production. They 
make the labourers work overtime, put back to use discarded tools 
and machinery, past pone scrapping the old machinery, hurriedly 
buy materials, and so on. All this will mean higher costs. If there 
were time enough for the supply of factors to bo increased, the cost 
of production would be different. 

But if, on the other hand, the demand decreases, the producers 
will remain passive, as there is no time for the factors to be with¬ 
drawn from that industry. They will continue where they are and 
remain under-employed. In the short-period, therefore, supply can¬ 
not be contracted and the price must fall when demand has fallen off. 

The short period is the period of transition. The conditions 
have not become normal. They are sub-normal. A price winen 
results from such a temporary equilibrium of demand and supply 1 
called the short-period price. In the short-period, the influence o 
demand on price is greater than that of supply. 

Long.period Price. In the long period, however conditions arc 

different. There is ample time for supply to be ad J us ^ cd th * 

More factors of production will be brought into the in y 
demand has increased ; and some fac tors will bo " 1 1 > 

demand has decreased permanently. The phenomena of over^produc^ 
tion or under-production will have disappeared, fh P J 

changes will have completely worked themselves out 1 _ 1 ftud 

an entirely new equilibrium under the new conditions of d ther 

supply. The resultant price is called the formal rn . 

tliC l-rice is high or low as compared with ™“te dur'ing thc short 

at a given moment) or sub-normal price (i.e., price au g ^ 

period) will depend on the law of production which °P er - f 

industry. We shall presently discuss the mfluence of the laws^ 

returns on the normal price. In the long penot , PP * 
greater influence on price than demand. 

/# 
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What is a long period or a short period depends on the nature 
of the industry, and the extent to which factors of production arc 
mobile. For industries, one or t wo r years may be a long period 

and for others a short one. l or one industry, five years may be a 

long period and for another 10 years, and so on. 1 he real test to 
know the exact answer is to pose the question : “How long will the 
forces of supply take to adjust themselves to changed conditions of 
demand ?” If the answer is 10 years, any period equal to or longer 
than this is long and a period less than this is short. 

9. Distinction between Market Price and Normal 
Price. Like the distinction between short-period and long-period 
price, the distinction between market price and normal price also 
brings out the importance of the time element in tho theory of value. 

We may note the following points of difference between market 
price and normal price :— 

(1) Market price is the result of a temporary equilibrium 
between demand and supply on any particular day or at any 
particular moment. Normal price is the outcome of a long-period 
equilibrium. 

(2) Market price is more influenced by demand, and normal 
price by supply or cost of production. 

(3) Market price is affected by temporary causes and passing 
events, whereas normal price is governed by permanent or persistent 
causes. In the long run, tho temporary causes work themselves out 
or neutralise one another. The market price of milk, for example, is 
influenced by temporary factors like festivals and cattle fair. During 
the month of skradhas, there is greater demand for milk, and its 
price goes up. On the other hand, if there is a cattle fair, the supply 
of milk is temporasrily increased in that locality and its price falls. 
Any change inthe supply brings about a change in tho market price. 

(4) Market price changes from day to day, even from hour to 
hour. But normal price is more stable. The market price tends to 
return to the normal price after the temporary change in supply or 
demand has worked itself out. Normal price is the centre round 
which the market price oscillates. 

(5) Market price is the actual price that prevails at a given 
moment. Transactions actually take place at this price. It is a 
reality. Normal price, on the othor hand, is a hypothetical concept. 
It never actually comes to prevail. It is what is likely to be the 
price or what would be the price if the conditions were normal. We 
expect this price to rule when normal conditions are restored. But 
when that time comes, tho ruling price will be called the market 
price. Tho normal price will recede further and further like a 
mirage. It belongs to the realm of expectations. Market prico is like 
sea-water, always heaving up or down, never at rest. And yet we say 
water keeps its level. Normal prico resembles that level of the sea 
where its water would stand if there were no waves. 

(6) A normal price is intimately linked up with the cost of pro¬ 
duction. Hence only those goods which can be reproduced can have 
normal price. Non-reproducible goods can have no normal price ; 
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on the other hand, all goods whether reproducible or irreproducible, 
have a market price. 

Let us now ilJustrate the idea of normal or long-period price 
with the help of a diagram. Measure quantities along OX and 
prices along OY. The demand curve is DD' and the supply curve SS'. 

PM is the normal price to which the market prices P 1 M 1 and 
P 2 M 2 tend to return even' time they depart from the normal. For 

OM 1 quantity, the sellers want 
Y n ,S to have the price P 1 M 1 , while 

N. 2 Pis the buyers want to pay only 

/j L ! M* according to its marginal 

p s' utility to them. The sellers 

o ji them incur a loss of P J L ! and 

^ ~ J) contract the supply from OM 1 

^ towards OM ; P 1 M 1 thus tends 

to travel back towards PM. 
For OM 2 quantity, the sellers 
* __ are prepared to accept the 

X JTfS *7 Y nrice L*M* while the buyers 

O /W jyi Jvi J ffer r a M 2 T he sellers thus 

gain an extraordinary profit of P 2 L 2 , and extend the quantity offered 
for sale from OM 2 towards OM. The price thus tends to travel for¬ 
ward towards PM, tlie long period equilibrium price. 

As stated before, the tendency for market price to travel 
towards the normal price is always present, though actually the 
normal may never be reached, and, in course of time, the normal 
itself may change through changes in habits, fashions and incomes. 

10. Influence of the Law of Returns on Price Forma¬ 
tion The influence of the laws of returns brings out clearly the 
importance of the time element in the theory of value. The sale on 
which a commodity is produced affects its cost of production, Bu 

during a verv short period, the scale cannot he changed and hence 
cost of production remains unaffected. Thus cost of production in 
the very short period, can have no influence on market price ihe 
laws of returns can exert influence only in the long run, andean, 

therefore, affect only the normal price. 

Let us suppose that the demand for a commodity increases. 
The market price, t.e.. the price at the moment, must rise. The 
producer will increase the supply to take advantage of the riso^ 
we cannot be sure about the normal price, t.e the price in the bng 
run. In order to find out what will happen to the price inthe bng 
run. we must know the particular law of return to which the indue- 

try is subject. . 

(t) Suppose the industry which produces that co “™° d ^ 0n 
subject to the law of diminishing returns, e g ., coal. N 
demand has increased, the price of coal pill rise. TJlo P sca i C of 
will increase the supply to take advantage of this r . . ( i; ra j n ishing 
production will increase. But, because the law c> < :1 h 1 will 

returns prevails in the industry, the larger the output*he 
be its cost of production. Thus the additional supp 1 | )0 

at a higher cost. This means that price in the long run 
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higher. The normal price will rise. This will bo the case with all 
agricultural products like wheat, rice, sugar-cane, etc and the 
products of other extractive industries, e.g., mining and fishing. 

Let us illustrate it diagraramaticallv. The curve SS' shows 
diminishing returns (or increasing costs) when more coal is produced. 
The rise in demand is shown by the 
new (dotted) curve dd' in place 
of the old DD'. 

The old equilibrium price PM 
shifts to a new ono PM' as a result 
of increased demand. 

If demand for loal increases the 
price will immediately rise. Ultima¬ 
tely the price will rise still more, for 
the increased production will be 
obtained at a higher cost. This is due 
to the law of diminishing returns, for 
the more you produce the more is the cost, and the less you produce, 
the less is the cost. In the above diagram, the old price was PM 
for quantity OM and it rises to P'M' when OM' is demanded. 

In the same manner, it can be easily shown that a decrease in 
demand for coal will reduce the prico much more. This is so because 
reduced production shall be obtained at a lower cost when the law of 
diminishing returns operates. 

(it) But suppose the industry is subject to the law of increasing 
returns, e.g., cloth. Suppose the demand for cloth increases due to 
a rise in the standard of living or increase in population. The 
increase in demand means higher price ; the higher price leads to 
production on a large scale. The larger the scale, the lower the cost 
on account of the law of increasing returns in cloth. When therefore 
demand has increased permanentlj\ the normal price will fall. This 
will happen in the case of all manufactured and machine-made 
goods like cars, cycles, soap, biscuits, fountain pens, radio-sets, etc. 



This change can be illustrated with the help of a diagram. The 
curve SS' shows that cloth is manufactured under the law of decreas¬ 
ing cost or increasing returns. The cost falls with increased produc¬ 
tion. The rise in demand is shown by the new (dotted) curve dd'. 


The old equilibrium price w 



o M Af X 


as PM but with the rise in demand 
to dd', the price falls to P'M', the 
new equilibrium price. 

In the same manner, a little 
thinking will show that if the 
demand for a commodity, the pro¬ 
duction of which is subject to the 
law of increasing returns, falls, 
normal price will rise as reduced 
production will be obtained at a 
higher cost per unit. 

(m) In case the industry is 
subject to the law of constant 
returns, the cost of production 
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remains the same whatever the scale of production. The change 
in demand will no doubt lead to a change in supply. The scale of 
production will be altered, but the cost per unit will remain the 
same. Such a condition does not persist for any length of time and 
occurs only when the laws of increasing and decreasing returns are 
equally balanced. In such cases, therefore, for a period of time the 
normal price remains unchanged. 

To illustrate diagrammatically let us suppose tho curve SS' 
represents the production of a commodity like wheat under the law 

of constant returns for a period 
when the tendency toward dimi¬ 
nishing returns is checked by 
improved methods. DD' is the 
old demand curve, while the rise 
in demand is shown by the dotted 
curve dd' 

The rise in demand does not 
affect the price. The old price 
PM is equal to the new price 
P'M'. 

_ - We may thus conclude that 

0 M M X- if demand increases, price will 

immediately rise but ultimately it will rise, fall or remain constant 
according as the industry is subject to the law of diminishing returns, 
increasing returns or constant returns respectively. 

In case of decrease in demand, the effect on the normal price 
will be the opposite. 

This is how the laws of returns influence price. They cannot 
influence market price, i.e., price at any given moment. They can 
only affect normal price, i.e., price in the long run. 

11. Determination of the Price of Non-reproducible 
Goods. On the price of goods that cannot be reproduced tho cost 
of production has no influence either immediately or in the long run. 
Here marginal utility to the consumer is the sole deciding lactor 
The highest limit on the price is fixed by the marginal utility to the 
purchaser, and the lowest by the marginal utility to he seUer him 
self. The actual price will be determined by competition am g 
purchasers. The paintings of old masters Shakespeare 
scripts and other such things are included in this category. _ 

12 Price of Perishable Articles. The supply of perishable 
articles like fish, fresh milk, fruits and vegetables oennrt 
held from the market. Whatever supply has reached the ^ 
must bo disposed of. The actual price in the market wiU dep 
Estate of demand. If demand has fallen off, t'm prmc wdl rule 
very low, and vice versa. Here marginal utility ,s ™ ^ , 
factor. The price must be low enough to clear tho whole supp y. 

We have been so far discussing the determination of pnees^o 
independent and separate commodities. In the real J 0 '* 1 d W( J 

most of the commodities are inter-connected or inter-rela . 
shall now consider such cases. 
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13. Price in Joint Demand. Several things are required in 
combination with others to make a final product, lo inake a car, 
many materials are inquired. The car is the final product which is 
wanted by tho consumers. Its price will bo determined by the 
demand for it and the supply thereof. But how will tho price of 
each of the materials required to make the car bo determined ? 
These things are not wanted by the consumers for their own sake. 
Therefore, they have no utility for tho consumers as such. Their 
marginal utility, therefore, has nothing to do with their prices. It 
is only the marginal utility of the final product that counts. But 
we can say that the price of the final product must, in tho long run, 
cover the supply prices of these materials (t.e., tho prices at which 
they are being offered). Each material will bo used up to the point 
where its price coincides with its marginal cost of production. 

Thus the price of jointly demanded goods is determined by the 
marginal utility of the final product ( e.g ., the car) and this in the long 
run must cover the supply prices of the jointly demanded goods , i.e. the 
goods required for producing it. 

14. Price in Composite Demand. A commodity is said to 
have a composite demand when it has several usos. For example, 
coal can be used for heating, cooking, etc. The demand for coal is 
composed of the demand for all its various uses. Most articles serve 
more than one purpose, and have, therefore, composite demand. 

The price, in such cases, does not depend on tho use to which 

the commodity is put. Coal will be sold at the same price whatever 

the use to which it is put. The price at any moment will depend on 

its marginal utility to the purchaser and in the long run it must 

cover its marginal cost of production. In other words, the price is 

determined according to the commonly accepted theory of value. 

Each purchaser will decide to which use it is worth his while to put 

it. That will depend on the price. If coal is very dear, it may be 

used for cooking and not for heating. If water is scarce in a place 

and is near, it will not be used lavishly for bathing and sprinkling 
on roads. 


The marginal utility of the commodity in a composite demand 
tends to be the same for all uses to which it is being put. If it ia 
not the same, it will move into that use in which the marginal utility 
is higher. This will continue till the marginal utility is equalised. 
According to the law of substitution and equl-raarginal utility, the 
possessor of a commodity gets maximum satisfaction from its’use 

only if the marginal utility in every uso is tho same. 

Thus the price of a commodity in composite demand is determined 
■by its marginal utility in all its various uses ; and in the long run it 
must be high enough to cover its marginal cost of production. 

_ +1 15 ’ ** ric p Joint Supply. Certain commodities aro joined 
Oil Jae supply side. They have a common cost of production e.a. 
Wheat and straw. But they have independent markets. Thus’each 
X these is sold in a separate market. The price of each depends on 

L Tn nT 0 i t0 the P urchaser - But the total amount recovered 

r m th ale two commodities (e.g..wheat and straw) must in the. 
y mn coy£r the marginal cos' of production of both taken together. 


i 
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What happens if the demand for one of the joint products in¬ 
creases ? Let us illustrate from wheat and straw. If the demand 
for wheat increases, its price will rise. More wheat will be produced 
to take advantage of the higher price. But when wheat is produced, 
straw is produced along with it automatically. The supply of straw 
also increases, while demand for it has not increased. Iherelore the 
price of straw will fall. Thus we find that if the price of one of the 
joint products increases, that of the other product falls. But the 
rise in the price of the one must be suffipient to make up for the loss 
from the sale of the other, so that the total of the two prices is equal 

to the joint cost of production. . 

Where the proportions of the two joint products can be varied 

it may be possible to ascertain the separate cost of production of 
. nli y Bv cross-breeding it has been found possible to breed wool- 

wool. This is the marginal co t of wool ^ te 

marginal cost of mutton can aUo • ^ independent 

been so calculated the jo, nt Produces can be M J^ lhe 

commodities, and the price of eac Ul , j market price of each 

ordinary theory of value. Tins means thatthe mart* ;P^ J ^ 

will be determined according to the denar d cos( o} vro duc- 

^^“S^ofone^f the joint pro- 

ducts will not affect the price of the other. Qne of a num . 

1G. Price in Composite S PP ^ ™ ^ ^ c ^ nstjtute „ c om- 
ber of goods can satisfy a wan ’ J electricity, kerosene oil, 

- —■ Thcse 

"■" 4 ’ ; 

exactly similar. Although once tQ g P ome exte nt, serve the 

another, yet, if need be one th ng ^ marginal utilities are not 

"*■ n " ■ 

& 7 & * *• 

sympathy with each other. we have studied price 

between the forces of demand and supp y ^ It is un^ 
that the supply is not> frce.to ad ^ onopoli8t U the sole producer j 
the control of the monoj I 


225 


PRICE THEORY *. PRODUCT PRICING 


monopolist and the product of the closest rival must oe veiy .uw,.*, 
the product of a rival cannot take the place of the monopolised 
product. Monopolist is a single producer of the commodity and he 
can easily influence the price by changing his supply. Under perfect 
competition, because there is a large number of producers the supp y 
of each constitutes only a small portion of the total supply. Hence 
under perfect competition, no one seller can influence price by 
changing his own supply. On the other hand, the monopolist can 

influence the price. , . , 

There is another difference between monopoly price and com¬ 
petitive price. When there i9 perfect competition, the demand for 
the product of an individual producer is perfectly elastic at the 
ruling price. This demand is represented by a horizontal straight 
line parallel to the X-axis. Also, marginal revenue (MR)=^rice, 
i.e., average revenue (AE). These two curves coincide. This is not 
so in monopoly ; the demand for the monopolised product is not 
perfectly elastic (there being practically no substitutes), hence 
demand or price curve AR falls to the right and MR curve is 
always below it. 

Being in control of the supply, the monopolist can (a) either 
fix the price, and offer to supply the quantity demanded at that 
price ; or (6) he can fix the supply, and then let price be determin¬ 
ed by demand in relation to the supply fixed by him. But he can¬ 
not both fix the price and also force the people to buy a pre-deter- 
mined quantity at that price. He can only do one of these two 
things, i.e., either fix the price or fix the supply. 

The monopolist has one aim, viz., to get maximum net profit 
(monopoly net revenue). In order to achieve this aim, he will have 
to make a careful study of the conditions of demand and supply 
relating to his product. 

On the demand side, he will consider whether the demand for 
the commodity is elastic or inelastic. In the case of elastic demand, 
small fall in price is likely to stimulate demand. He will, there¬ 
fore, lower the price, and sell more to obtain a large net profit on 
the turnover. If, however, the demand is inelastic, and the people 
must buy the commodity whatever the price, the monopolist caD 
charge a high price without affecting the demand. 

On the supply side, the monopolist must know whether the 
industry is subject to the law of diminishing, increasing or constant 
returns. If the law of diminishing returns operates the more he 
produces, the greater is the cost. He will, therefore, produce a 
smaller quantity. And if the demand happens to be inelastic, he 
will fix a high price. In case, however, the law of increasing returns 
operates, the more he produces, the less is the cost. He will be 
induced to produce more, and charge a low price, thus gaining on 
the turnover. 

. How much will the monopolist produce ? As the monopolist 
increases the scale of production, his costs start going up after a 
certain point is reached. Every additional output means additional 
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expense. But it also paeans additional income. He will go on pro¬ 
ducing more and more so long as the marginal revenue ( i.e addi¬ 
tional income) is greater than the marginal (additional) cost. He 
will stop where the marginal revenue equals marginal cost. At this 
point his net profit will be the maximum and the output will be the 
optimum output. 


Monopoly price is not necessarily a high price. It may some¬ 
times be even lower than the price under competition, because the 
monopolist is saved the expense of advertisement. Besides, he gains 
from the usual economies resulting from large-scale production. It 
is not necessary that the monopolist should always charge the highest 
possible price. He is afraid of public opinion, of Government inter¬ 
ference and of substitutes being adopted for the commodity he 
produces. Thus the monopoly price is not necessarily a high price. 
But it generally is. He cannot help exploiting his monopolistic 
position and charging a high price. 

A monopolist, however, is in a position to charge different 
prices from different persons and in different areas and this is a 
serious drawback of the monopoly. This is called price discrimina¬ 


tion. 

38. Competition and Monopoly Compared. In a summary 

way, we can compare the competitive price-output equilibrium and 
monopoly price-output equilibrium. In both MR=MC ; but there 
are important differences. For instance 

(t) Under perfect competition MR = AR (re., P nce ) at . ev< r r y 
level of output. The two curves MR and AR coincide 
in a horizontal straight line. Under monopoly MR is 
less thanAR (average revenue i.e. t price) at all levels ot 

output. , , 

(«) In perfect competition MC=MR=AR ; but under 
( ' monopoly, theprice charged is above the marginal cost. 
Both MR and MC are less than AR (*.e., price). 

(m) Under competition, a to reaches ^"“nopllytt 
lowest point of average co^t (AC), J ut un ^ r _ MC) 1 is 
the point of equilibrium (t.e where MB-MC), AO 

still declining and has not reached the mmimu . 

(tv) Under perfect competition, a 'equIubrVum^tpu 

when MC curve is is possible whether MC 

but under monopoly, equilibrium is P equilibrium is 
is rising, falling or constant Mo P V <1 MC is 

not possible when both MC and MR are lainr g 

falling more steeply than MR . competition 

(a) A firm can earn supernorma pro j nm wh en they 

only in the short run n0 norma r p rofits can persist 

are competed away But su P er “" r 

under monopoly even in the long ■ Heace 

(vt) Monopolist can rcstoet ^ . under com- 

V J monopoly price p generaUy higher than pn 

petition. 



PRICE THEORY *. PRODUCT PRIOINQ 


227 


19. Monopolistic Competition. In the real world, we 
neither find perfect competition, nor monopoly. These extreme 
positions are rare. Actually there is monopolistic competition which 
is one of the firms that imperfect competition takes. Generally, 
noither the number of firms producing a product is too large (as in 
perfect competition), nor is it almost one (as in monopoly). There 
are a large number of firms—but not too large. 

Further, the commodity produced by these firms is not 
‘identical’ but is a bit ‘differentiated’. Take the case of sewing 
machines. There are a large number of firms each producing a 
machine of a different brand—Singer, Uska, K.amla, Shan, Rita, etc. 
All these are sewing maohines, but are differentiated from one 
another by their respective labels. Similarly we find tooth-pastes, 
fountain pen inks, razor blades, face creams, face powders, etc., of 
various brands. 

Due to these two characteristics of the present-day market, 
neither the conditions of perfect competition nor the conditions of 
monopoly are fulfilled. But still there is a keen competition among 
the producers of these differentiated products. Each one keeps an, 
eye on the price-output policies followed by the others. This situa¬ 
tion is called ‘monopolistic competition’ or ‘imperfect competition.’ 
It is monopolistic because each brand is itself a product and is 
produced by a single firm ; there is ‘competition’ in the sense that 
the other brands are so similar and there is a keen rivalry among 
the producers ; ‘imperfect’ in the sense that price can be influenced 
by individual actions. Advertisement or high-pressure salesmanship 
is a prominent feature of the market under monopolistic competition. 
This results in a keen competition among the producers so that 
price determination under monopolistic competition should be more 
like perfect competition than monopoly. 

Since competition is imperfect, one price does not rule through¬ 
out the market. On the other hand, the market is split up into 
sectors in each of which the differentiated product rules supremo. 
In each sector, the producer has a clientele of his own. The consu¬ 
mers have an irrational preference for the product on account of its 
superiority, real or imaginary. In each sector, therefore, conditions 
are somewhat like monopoly and the price is determined accordingly. 

20. Functions of Price. Price performs a very important 
function in the economic system. As a matter of fact, it is price 
which makes the working of the economic system so smooth. Under 
competitive capitalism, there is no central authority directing the 
economic forces. The price is the only directing force. 

We may mention the following functions which price performs : 

(1) Price control consumption. If the price goes up, it is a 
signal for the consumers to reduce consumption. The commodity 
will then be put only to more urgent uses. 

(2) Price directs production. If the price is low, it warns the 
producers ; if it is high, it stimulates production. 

(3) It adjusts the existing supply to demand. If a commodity 

is m short supply, the price will gp up and reduce demand so that 
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the demand is equated to supply. If stocks have been accumulated 
the price will fall making demand to come up to the level of the 
supply. The supply is cleared. 

(4) Prices of factors indicate the most remunerative channels 
for them to flow into. They thus find the most profitable employ¬ 
ment. 

Thus price is a powerful regulator of al economic activity in a 
capitalist economy. 

WHAT YOU HAVE LEARNT FROM THIS CHAPTER 
Perfect Competition. Perfeot competition implies the following things : 
(t) A large number of buyers and sellers. 


(t't) Homogeneous commodity. 

(iii) Freedom of entry or exit for the businessmen. 

(tv) Perfect knowledge of markat conditions. 

(v) Mobility of factors of production. . . . . 

Price Determination under Competition. Price is determined by the 

lie three balls lying in a cup each supportmg the others. 

Tim e Element mtbe Theory of Vatu. theory^ 

factor is of great iraportance. Th q pr j C e will be different if 

refers to a certain period of *«•. Th^ forced? demand and supply to 

different periods of time are allowed L , rea ter is the influence of demand 

adjust themselves. The shorter the penod. the greater ,s tne i ^ example , ,f 

and longer the period, the g**aj*r* fch ® n f be t „ raig0 tho P price but ultimately 
demand increases, the-immediate the P indu3tr y is subject 

— ia rM - 

ponsible for the different results. 

Market Price and Normal Price : moment, but 

rn^romich the Uketpr.ce 

..-.-.“"price is affected by temporary faclors, norma, price i. the 

result of more permanent causes. normal price by cost of 

(is) Market, price is influenced by demand, normal pr. 

production. 

(«) Only reproducible goods have a normal price. ^ ^ ^ 

Influence of the Laws off Returns. Th^laws f in the long period. It 
„ a Thov can, therefore, produce effect only falls or remains 

sWslsrJEftS.ir*..-- 

PnCG ' price of non-reproducible Goods- ^ the marginal utility 

b™the°marRinal utility to the seller. 
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pn t jt must be low enough to clear the whole supply. 

in th ; ^i-S£=S-5Sf 

sfs su-. — 

level at which the price rules. . 

Price of Join. Products or Joint Supply. If tlw propori,,on “nnot 

^$S^9StS^sssssi 

makeup for the loss. If, however, the proportion can be> varied.then ^ 
ble to find separate aost of production of each of thejoint products. TJ ■ P 
of each will then be dotennined as if they wore independent commodities, *.<•., 

by the interaction of demand and supply. 

Price in Composite Supply. The price will be determined by the rela¬ 
tion between the total demand and total supply of all such alterna >ivo’ 
of supply. The price of the one that is used, must, m the long run, cover 
the marginal cost. Although they are not exact substitutes, yet their prices 

move together. 

Price under Monopoly. The monopolist caD either fix the price or fix 
the supply ; he cannot fix both. He wants to get maximum not revenue. If the 
demand is inelastic, he will charge a high price ; if the demand is elastic, he will 
gain by lowering the price. If the commodity is produced under tho law of 
increasing returns, he will produce a large quantity, and keop tho pnco low ; it 
under tho law of diminishing returns, he will curtail production and charge a 
high price. That output will bring him the maximum net monopoly profit at 
which marginal revenue equals marginal co9t. 


Monopolistic or Imperfect Competition. In tho real world, tho num¬ 
ber of firms is neither very large nor too small. In fact, there is a large number 
but not very large—of firms producing a commodity. Tho commodity too is not 
homogeneous. It is differentiated. Thus there is neither perfect competition nor 
monopoly in tho real woMd. It is the monopolistic or imperfect competition 
which is the rule. Each differentiated product has a clientele of its own. The 
seller in this sector of the market holds a monopolistic position and tho determi¬ 
nation of price is like that of monopoly price. 


Functions of Price : 

(») It controls consumption. 

(it) It directs production. 

(tti) It adjusts supply to demaud. 

(tv) Prices of factors indicate their most remunerative channels of 
employment. 


CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. What is a market ? How is the price determined in markets in India ? 

Illustrate geographically. (P. V. 1953) 

[For the definition of market see Chapter XVII, Section 2. 

Prices in markets in India too are determined by the interaction 
of the forces of demand and supply. But competition, which brings 
into operation the forces of demand and supply, is not free on ac¬ 
count of lack of adequate means of transport and communication and 
the ignorance and poverty of the peasants who are the suppliers of 
the commodities. Existence of numerous intermediaries, fraudulent 
practices on the part of middlemen, many unauthorised deductions, 
absence of regulated markets, false weights and measures used the 
practice of settling price by the dalals under cover of a cloth, etc., 
prevent the seller from getting a fair price.] 
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2. 1] hat determines the price of Banarsi Langra in town X under perfect 

competition ? Row does it differ from the market price for cloth of a good variety 
m the same town under similar conditions ? (Punjab Inter. 1960) 

3. What is meant by market price ? “Demand and supply determine 

market price." Explain and also give a diagram. (P. U. Board 1958) 

Or 

Discuss the part played by (a) demand, (b) supply in determining the mar¬ 
ket price of a commodity. [See See. 3] 

4. What is market price ? Row is it determined under conditions of perfect 
competition ? Explain with the help of a table of figures and a diagram. 

5. Describe and discuss the factors that cause day-to-day fluctuations in 

the market price of a commodity. (J. K. 1957) 

[It is due to changes in demand and supply. Read Section 3.] 

6. What is competition ? Show how price is determined under perfect 

competition ? [See Sec, 4] (Gauliali 1951 ; Banaras 1938) 

Or 

How is the competitive market price determined ? (Delhi H. S. 1960) 

7. What determines the short-period and the long-period values under 

perfect competition ? [See Sec. 8.] ( Calcutta 1955) 

Or 

Illustrate with diagrams the distinction between short-period and long- 
period price. [See Secs. 8 and 10.J (Ajmer Board 1958) 

8. Distinguish between market price and normal price. Explain with the 
help of a diagram how market price is determined. 

[See Secs. 4 and 9.1 (J. <k K. 1958 ; P.U. 1959 ; Bombay 1953 ; 

Delhi Prep. 1961) 

Or 

What is meant by Market Price ? How does it differ /romxYoiW 
Price ? Explain briefly the Marginal Theory of price. (P.U. Pre-Unxv. 1963) 

9. How is competitive price determined ? (Delhi H. S. 1962) 

10. ' What is a normal price ? How is it determined ? Illustrate u ^ thc 
help of a diagram. ( Pb. Univ. H.S. 1961 Suppl ; Utkal Inter. Arts 1960) 

[See Sec. 8. Tho normal price is dotefmined by the marginal 
cost of production including both prime cost and supplementary 
cost. It tends to approximate to the marginal cost oftno avorogo 
firm and the average cost of tho marginal firm.] 

Eclair, car'fuUy '%m“: 

price are mutually dependent. [ Seo bee. o.j v 

13. Di*cu„ th'important* oj time element in th theory of valut ^. jg} 

[S° e Sec-6.] nr/** do you understand by an 

increase in supply ! What is the effictof no 
increase in supply on prv* 
diagram. [See Sec. 6. Ch. XVI.] ( . 


17 . 


12 . 



[Increase in supply means that more is 

also mean that the same qujp** “ Qt 

a lower price. Formerly, O. I increased as 
PM price but when supply ifl ofrer cd at a 
indicated by the dottod ourve. OM is otlerca a 

lower price LM.] 
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Co »o« «»r« c/,a< price * o^y> rfnorm.'ned 6j/ <*e co« 0 / prorfuCon ’ 

Dtscuss. (ie e _ e<:(> 0 f „ permanent increase of demand for a commo¬ 
dity on its price J*nW. *«»"•"« “ !,< ’" r “ 7 ^ er W «, 

IS. '^IviUnlnlal price determined ! Can you account for the P^f 
that sometimes a rise in the normal demand for a commodtty may leadto^ a^faUtn 

price! [See Socs. 7 and 0 (tt).] , v ... . 

P 19 What is ‘normal price ’ ? How is it determined under conditions of 

perfect competition ? Explain . p Pre , Un{ „. m2) 

10. What is influence of cost of production in the o/(a) 

market price and tb) normal price ? (Vtkal Inter Arts 19o8 Suppl.) 


mile unu • ' , . , , 

27. Hoip w value determined in the following easscs :—;<*«* ^ anr *• 
compose demand. join* euppty and composite supply ? [ooo Secs. 13 and 1 .] 


1800 Secs. 13 and 16.] 

ihuuu, *’■’“* -r * 4 *" 1 . 

22 . TFAat te monopoly ? ^fam /»ou> pri<* 

[See Sec. 17.] (Bt7«ir 7953 ; C.U. 19o3 , Delhi Prep. 19G2) 

Or 

Explain by illustration how a monopolist fixes the price of his P^duct. 
[See Sec. 17.] (Oauhali 1953) 

23. Describe the characteristic features of a market under condtjtoue o/ 

perfect competition. [See Sec 2.] (Utkal Inter Arts 1958) 

24. Fill in the blanks by using one of the words in brackets 

(t) Price under monopoly is generally . (higher; lower). 

(ti) The longer the period, the greater is the influence of . 

(demand, supply) on the price of the commodity. 
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Sharing the loaf ” 


1. Introduction. In the previous chapter, we studied one 
aspect of the Price Theory, viz., the product pricing (i.e., determination 
of prices of products or goods). In this chapter, we shall take up 
the second aspect of the Price Theory, viz., factor pricing, i.e., the 
pricing of the services of the factors of production, i.e., their rewards 
e.g., wages (the reward of labour), rent (the reward of land), interest 
(reward°of capital) and profit (reward of the entrepreneur). It may 
again be pointed out that in factor pricing, we do not discuss the 
determination of the prices of the factors themselves but of their 
services ; it is not the factors which are being bought and sold but 
only their services. 

2. What is Distribution ? Ages ago. Throw your imagi¬ 
nation a few thousand years back. Man lived in jungles or caves. 
His needs were few and he satisfied them wholly by his own efforts. 
He ate what he gathered—fruit, root or leaves. There was no 
joint production and the question of distribution did not arise No 
doubt there are still a few people in the world with whom distribu¬ 
tion is not a problem. But they are savages, and not very many oi 
them—Bushman in Australia or Africa. 

Today. With civilized people today things are different. 
The simplicity of production is gone. Visit any factory m your 
neighbourhood The lesson will go home. Machines and buddings 
belong to different people. Labour is provided by a different . ’ 
while**the organisers, who have selected the site and pu P 
factory, are different. The scale of production ^ hashed. 
P^nnle do not produce for themselves but for other . 
factors of production-land, labom:, “P 1 ^ 1 ^^““Jrople co- 

not furnished by one person. Quite .° h the problem of dis- 
operate in producing a commodity. Ibis is y r 

tribution is so complex. , national dividend 

Distribution here means the sha ™“° . j d labour, capital 
among the various factors of production (».e. i d, ^ ^ 

and organisation) which have, contnbuted to the -rh ^ ^ 

3. An Interesting Problem. ^problem of distribution .3, 
of a service, a utility or a good P one expects a re- 

therefore, very interesting for aU ofj^ ^ ^ more on y if 

his rd netghbo« n has leia rfjt 0 S fTlim 0 ired h size a and°eTch t one of us 
can ha^an extra sUceVl/ at the expense of others. In a way •» 
. ght. 
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If it were possible to produce enough of all kinds of goods 
without working, the economic system would work beautifully. 
Everything would be free and everyone would be able to have all ho 
wanted. There would be no disputes, no fights. “That would be 
true Ram Rajya,” you say. Unfortunately no such state of bliss is 
near. Rid yourself of such empty dreams. In the real world, pro¬ 
ductive resources are scarce while population and human wants are 
increasing. Joint efforts of all factors—human and material—are 
needed even to satisfy these wants partially. These efforts result in a 
pool of goods called the ‘National Dividend *. Out of this pool every 
contributor gets his share. The landlord gets his rent, the labourer 
his wage, the capitalist his interest, and the organiser his profits. 
The total net produce in the pool is sold for money. We then find 
the entrepreneur, with the money got from the sale of the produced 
wealth, surrounded by the various contributors to the pool, each 
shouting for his share. 

Three questions face us at this stage : 

(1) What is there to be distributed ? 

(2) Among whom ? 

(3) How is each share to be determined ? 

4. National Dividend. It is the national income or dividend 
which is to be distributed. National dividend presupposes some¬ 
thing to be divided. That something is the total wealth produced 
by the combined efforts of the four factors of production. It is, 
however, essential to maintain the productive capacity of a nation 
intact. Otherwise the nation will become bankrupt after some time. 
Hence before any wealth is distributed, the machines, buildings and 
raw materials used up in its production should be repaired or 
replaced. 

The process of distribution is clearly illustrated by the following 
diagram :— 



The size of the national dividend is important for a country 
inasmuch as the welfare and prosperity of its people depend on iis 
value. According to Dr. Marshall, «the labour and capital 
of a country, acting on its natural resources, produce annual- 
ly a certain net aggregate of commodities, material and 
immaterial, including services of all kinds—this is the true 
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net annual income or revenue of the country, or the national 
dividend.” 

The people are concerned with it in two ways : as producers 
and as consumers. It is the result of their efforts and the source of 
their incomes too. It is thus “the aggregate net product of 
and the sole source of payment for, all agents of pro¬ 
duction.” —( Marshall ) 

It should be noted that (t) it is die net produce which is to be 
distributed. A sound concern maintains a depreciation fund and 
every year adds to it a sum of money which in time will grow big 
enough to replace the machinery and buildings when worn out. 
Thus a building costing Rs. 33,000 and with an expected age of 60 
years will need Rs. 500 to be set apart every year to replace it. 

(it) National dividend of a country includes material goods as 
well as personal services offered for reward. 

(in) Wealth is being produced and distributed continuously. It is 

not produced in one lot for one year and then distributed. It is a 

flow—a river of goods and services constantly on the move. This 

truth is brought out by the labour class which lives from hand to 

mouth and can hardlv wait for its reward even for a month. 

* 

National dividend is a flow and not a fund. 

5. Theory of Distribution. Obviously among those who 
contributed to the effort of production. They deserve a share. But 
it is a functional* and not a ‘personal reward ’. That is, every factor 
gets an income for the function it performs. A person may receive 
his income in two or more capacities at the same time, i.e., as a 
labourer and as a capitalist and/or as a landlord, if he provides more 
than one factor of production. Distribution of the produce takes place 
through the organizer. It is he who engages the three other agents 
and fixesHheir remuneration on a fair basis. Thus we study distri¬ 
bution of national dividend among the various agents of production 

and not among individuals. e , 

Personal distribution is largely a matter of statistics. We 
shall make a study of the personal distribution of income in India 
in detail in the second part of the book. Here we shall discuss only 
the economic laws which control the reward to be paid to the lour 


factors of production. 

6. Theory of Distribution. We are now ready to discuss 
this question. How to determine the value of the respective service 
of land, labour, capital and organisation ? 'The pirob]lem ofval1 

faces us again. We have already seen how the value of good* is 
determined. We shall now find how the value of the worl. done by 

the agents of production is to be determined. Let treatec j 

theory of value helps us. In fact in modern Economics it is treateu 

as a part of the Price Theory. # . , 

The Side of Demand. Marginal _ Productivity_ k“ nd 

already that the price of any article comcidcs on the side ^ 

with its marginal utility. In the same way, . inftrff inal pro- 
factor tends to equal its marginal productivity. The g the P use 

ductivity of a factor is the addition made to total p .J.. 

of an additional unit of that factor. The marginal producti y 
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also be discovered by subtracting the production of the last unit of 
the factor from the total units used and thus noting the reduction 
in the total produce. This ‘addition’ or ‘reduction’ varies with the 
amount of the factor already in use. 

Here we had better remind ourselves of the Jaw of diminishing 
returns. That law states that as more and more units of any one 
factor are applied to production, other factors remaining constant, 
the output may increase more than proportionately for a time, but 
before long it will fall and will go on falling. The productivity of 
every factor diminishes as more units of it are put in use not accom¬ 
panied by an increase in other factors. Exactly at a point where 
the addition to the produce made by the unit of a factor is balanced 
by its cost, the manufacturer pauses, considers and stops. This is 
the margin. Let us illustrate the point with a diagram. 

PP' represents the produtivity of a factor, while SS' represents 
its supply price. FM is the marginal productivity of the 8th unit 
and coincides with the price. 

The marginal unit at' this k 
point (M) is the one which just ^ 
repays its cost. This is the b 
point where the producer con- Q 
siders it just worth bis while §- 
to employ the last unit and ^ 
no more. . ^ 

h 

For example, suppose the $ 
owner of a tailoring firm finds ^ 
that he can increase his pro¬ 
duction to the extent of three UNrTS OF PRODUCTION 

rupees a day by employing another hand ; then three rupees measure 
the worker’s marginal productivity. The employer will not pay him 
more than this. And as he is as good or bad as any other worker, 
t.e., they are all interchangeable, each of them will get Rs. 3 per day 
as his wages. If at any time the rate of wages falls, the tailor- 
master will employ more hands for jobs which were not profitable 

formerly. In the same way, employers reduce their staff when 
wages go up. 



. of Substitution. We observe that the law of substitu¬ 

tion is in Full service here. Every employer is constantly weighing 
he worth of each unit of a factor against its cost. He plans the 

distribution of his resources in such a way as to get the greatest 

return from them. He is keen to find out how a unit of money will 
nur UC } iye - WiU , lfc serve best if more machine * 
added tf , f°R ra ^°f ene f tr ^r abourers em ^oyed, or a plot of land 
retnrn He achieves the objective of maximum 

ducer will^n r G “ able \° e S nalize his marginal returns. The pro¬ 
ducer w ill so organise production that, in a combination of factors 

comhhJaf prod !} 1 ctlvlt y in eac h factor is the same. Only then the 

he m 10 ,? 7i U be he ? 0St econ °mical. If it is not the same, it 
wiU be made the same through the process of substitution. 

nrndnei 16 ° f sub8tit Y tion also operate in another way The 
producer wdl so use the factors of production that the marginal 
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productivity in each case is the same. Only then he will derive 
maximum benefit from the use of each factor. Thus the Law of 
Equi-Marginal Utility or the Law of Substitution operates not only 
in Consumption and Production, but also in Distribution. 

Since the demand of an individual employer for a factor of 
production is an insignificant part of the total demand, he cannot 
himself influence the price of the service of the factor of production. 
He has to accept it as given. What he does is to push the use of each 
factor to a point where marginal productivity equals price. Thus 
the price of a factor of production is determined by the marginal 
productivity not to any particular employer but to the employers in 
the aggregate. 


The Side of Supply. We have seen that price in a market is 
settled by the interaction of the forces of demand and supply. We 
know that demand is controlled by marginal utility and supply by 
marginal cost of production. In distribution marginal productivity 
stands parallel to marginal utility in consumption. When tKe supply 
of a factor is known, it will be distributed among its various uses 
and among the various entrepreneurs in such a way that its pro¬ 
ductivity at the margin is the same everywhere. The greater the 
supply, the smaller the productivity of the unit at the margin and 
vice versa. This explains why the return is low when the supply of a 
factor is large. Marginal productivity is a function of supply, 
it varies with supply but it varies inversely. Greater the supply, 
lower the marginal productivity and hence lower the reward, and 
vice versa. 


We have now to find out if there is something parallel to cost 
of production in distribution. The problem is complex. Let us take 
each factor in turn. Land is a gift of nature. We cannot speak ol 
its cost as we speak of the cost of, say, a table. Even greater is t e 
difficulty in case of labour. What is the cost of production ol a 
labourer ? It is no use even attempting to calculate it. The same 
is the case with organisation. At the most one may tota up tne 
cost of training of an organiser. God-given gifts and talents havei no 
cost in that sense. In the same way, we cannot measure the real 
of saving and investing capital. 

Admittedly then there is a real difference 
of factors of production and ordinary goods with g it is 

While it is possible to find out the cost of a different treat- 

not possible to evaluate the factors of produc 1 • , .j of the 

ment is, therefore, needed to find out the cost of production ^ tn 

agents of distribution. Hence the theory of va u ,. P? b ti There 

modifies cannot be applied *^ ^Jd^ereTeTZ supply 
is a resemblance on the demand side but a diHerenc 

The marginal productivity theory has°"siumptton* of 
ground that it is not realistic, ft is based of production, 

perfect competition or free mobility Bes jdes production is a 

etc., which do not hold good in real li • separately 

co-operative work and the productivity o no t homo- 

cannot be ascertained. The factors of production are 
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aeneous and they cannot all be split into small units so as to equate 
their marginal productivity to price. Further, the meaning of 
productivity is also not clear, whether it is physical productivit} 

or value productivity. 

In view of the defects pointed out above, the marginal 
productivity theory is not considered as an adequate explanation 
of the determination of the prices of the factors of production. 
The modern economists accept the demand and supply theory as the 

correct and adequate explanation. 

The modern economists also make use of another concept 
in order to explain factor prices. This concept is of trans¬ 
fer earnings. The amount of money which any particular unit 
of a factor can earn in its best paid alternative use is called 
its transfer earnings. The transfer earnings is, therefore, the mini¬ 
mum price which must be paid to & factor of production to induce 
it to stay in the industry or which is necessary to retain it there. 

If the price is not paid, the factor will transfer its services to its 
next best alternative u*e. Hence the price of a factor of production 
is determined by its transfer earnings. 

7. Is Distribution Just ? The actual method of distribution 
of income varies with the economic system ruling in a country. For 
instance, communism advocates that everybody should get an equal 
share out of the available supply. Urban food rationing in India 
was based on this principle. Such a system is all right in an emer¬ 
gency, but in normal times it cannot be put into operation as the 
needs and the likes and dislikes of people vary greatly. Nor is equal 
distribution of goods satisfactory, because in this case the share of 
everybody would be too small to be worthwhile. 

The best system of distribution is the one based on the 
principle of reward according to work done. This leads us 
back to the marginal productivity theory of distribution which we 
have discussed above. We may conclude that this theory supported 
by the marginal supply-price of a factor gives us quite a workable 
basis for finding out the reward to be paid to the different factors of 
production, though we cannot say that it leads to just distribution. 
It may not be just, but it is also not a scramble. Since everybody 
gets in proportion to the contribution he makes, the system is not 
altogether unjust, although the distribution is unequal. 

There is no doubt that this has resulted in great inequalities in 
income mainly due to the presence of the laws of inheritance. But 
it is also true that the poor have not grown poorer though the rich 
have grown richer. All Governments today realise the urgent need 
for reducing inequalities in income. Accordingly, progressive and 
excess profit income taxes, death duties, wealth tax, expenditure tax, 
abolition of zamindaris, limitation of dividends, legal minimum 
wages, social insurance schemes, and other devices have been utilised 
to reduce the gap between the rich and the poor and to secure the 
economic welfare of the masses in almost all countries. With the 
beginning of the era of planning in India, more and more importance 
is bemg attached to equitable distribution of income. This is done 
to ensure a greater measure of social justice. 
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WHAT WE GATHER FROM THIS CHATTER 

What is Distribution ? 

(а) Ages Ago. The producer and the consumer wore one and the same 
person. There was no problem. 

(б) Today. It is with the development of the complex division of labour 

and mechanised production that the sharing of national wealth has 
become difficult. Three problems have to be faced here :_ 

(1) What is to be distributed ? 

(2) Among whom ? 

(3) On what principle is the share of each to be determined ? 

What is the Problem of Distribution so Interesting ? 

(а) Because each ono of us is a producer aud want a share out of the 
national dividend. 

(б) Because the total stock of goods produced is not enough to go round 
and satisfy all needs. 

What is to be Distributed ? Obviously, the wealth (though not the 
whole of it) that has been produced. “National Dividend” or the net aggregate 
of commodities and services produced by the efforts of man with the help of 
natural resources, is to be distributed. ‘Net’ means that out of the total wealth 
produced, a portion must bo set aside for replacements for carrying on further 
production before it can be distributed. 

Among Whom is to be Distributed ? The factors of production 
which have combined to produce it* deserve rewards for the functions they per¬ 
forin. > 


How is the Share of each Determined ? This is the most interesting 
question of all. Here we have to decide the value of the services of various 
factors. 

The Demand Side—Marginal Productivity. A factor of production is 
paid according to its marginal productivity, i.e., the addition made to total 
production by the last unit of a factor employed. Tho employer never employs 
a unit of labour or capital for a price gr.-ator than its marginal productivity. 
And all the units, being interchangeable and supposed to bo of equal efficiency, 
are paid at the same rate. Tho employer stops where ho feels that he is paying 
equal to the productivity of tho marginal unit employed. 

Law of Substitution. Every producer is anxious to make the best of 
his resources. He is always trying to substitute more productive factors for 
less productive ones. Will it be more profitable to employ more labourers or 
purchase a new machine or extend the area of the '"actory ? This is the eternal 
question before him. The law of substitution oqut es tho marginal producti¬ 
vities of the factors employed. , . . c _ 

Supply Side. In ordinary goods, on the side of supply, the cost of pro¬ 
duction determines price. It is difficult to find this cost in the caa ‘‘ ° difficult 
factors. Land has no cost of production. Cost of labour is even more’ t 

to find. Similarly we cannot talk of the real cost of producing capital. I his 
difference moke 9 the problem of Distribution complex. 

Is the System of Distribution Just ? 

la) The system varies with the prevailing political system. 

[b, Equal distribution or rationing is all right for an emergency like 
war, but not in normal peace times. 

lc) Self-effort should bo encouraged, but at the same ..me 

classes -hould be reduced. This will maximize economic welfare 

in a country. 

Distribution according to marginal productivity may not be 
just but it is also not a mere scramble. Its great defect.. that it creates 

equality. * 

CAN YOU ANSWER THESE QUESTIONS ? 

1. What do you study *n Distribution ? Shots the relation 


tion with exchange. 


[Sea See*. 2 to 6.) 
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2. What is Distribution and what are its main problems ? 

3. Why is the department of distribution so interesting and why are its 

problems so difficult to slove ? [See Sec 3.] 

4. What does the economist understand by Distribution ? Indicate how 

the mode of distributioji is of great economic significance. (P .0. 1938) 

[See Secs. 2, 3 and 4.] 

o. Give clearly the idea of National Income. (P.U. 1951 Suppl.) 

[See Secs. 2, 3 and 4.] 

6. Define‘national income'. How is it distributed among the various fac¬ 
tors of production ? [See Secs. 2 and 6.] ( Patna 1934) 

7. “The central problem of economics is the determination of value." Is 
this true in the case of distribution also. If so, does the same theory of value 
apply her also ? 

[Yes. Here we see how the services of the factors of production are 

evaluated. Tho tame theory applies but with modification. There is a 

difference on the supply side.] [See Sec. 0.] 

8. What is the meaning and importance of *marginal productivity' in dis¬ 
tribution ? Give examples. 

Or, 

Explain the marginal productivity theory of distribution arul point out its 
limitations. [See Sec. 0.] (Sardar Vallabhbhai Vidyapceth 1959) 

9. Explain the working of the principle of substitution in the department 

of distribution. [See Sec. 6.] 

10. What do we study in distribution ? Examine the principles on which 

the National Dividend of a country is distributed among different factors of pro¬ 
duction. [See Secs. 2 and 6.J ( J. K. 1955) 

11. On what principles is the national dividend of a country distributed 
among different factors of production ? 

(C.U. B.Com. 1940 ; C.U. 1933 ; Agra 1942 ; Pat. 1944 l Mad. 1933) 
[See Sec. 6.] 
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CHAPTER XX 

FACTOR PRICING : RENT 

“A payment which is not a cost” 

1. Meaning of Rent. Rent is a much-used word. Everv 
one is familiar with it. But every time it is used it has a different 
meaning. It tells you of what a tenant periodically pays his land¬ 
lord for the use of house or land. It also refers to the payment 
made for the hire of a sewing machine or a radio set. Perhaps you 
reside in the college hostel and the term ‘rent’ reminds you of the 
monthly charge you pay to the college clerk along with your fees for 
the use of your room. Thus quite often you mix up ‘rent’ with the 
terms ‘fare’ and ‘hire’. In ordinary speech, rent refers to the total 
amount of money paid as a hiring charge or for the use of land. It 
is contract rent. What a cultivator is actually paying to the land¬ 
lord is the contract rent. It includes economic rent, i.e., payment 
for the use of land as well as interest on capital invested therein. 

Economic rent is that part of the total payment which is made 
for the use of the land only as distinguished from the payment made 
for the capital invested therein. Suppose a tenant is paying 
Rs. 200 to his landlord. This amount is contract rent. If out of 
this sum, Rs. 50 represent interest on capital invested in the tube- 
well, the remaining Rs. 150, being only for the use of land, is econo¬ 
mic rent. 


Economic rent is also a surplus. “It means the surplus 
which remains to the cultivator after he has paid all the 
expenses of production and has remunerated himself for his 
own productive effort. In this sense it is the excess of the 
crop over the expenses —( Penson ). Rent is the income derived 
from land and other free gifts of nature included in land in Econo¬ 
mics. When a tenant is out to take a farm on rent, he is prepared 
to pav to the owner of a fertile piece of land a bigger sum that he 
would for another piece of the same size but of less fertility or 
inferior situation. He is ready to pay more because he can get extra 
produce from this piece of land. This surplus over the marginal land 

is economic rent. 


Surplus arises when the supply of a factor of production is not 
perfectly elastic. This is the case with land. The supply of land 
can neither be increased nor decreased whatever the rent it fetches. 
In other words, the supply of land i$ independent of what it earns. 
Land has no supply price. The word ‘surplus’ is used to denote what 
a factor earns over and above what is essential to maintain 
supplv in its present occupation. If the supply of a factor n pc - 
Sr' elastic, it can earn no surplus. If there * a surplus, the 
supply of the factor will increase and the surplus will disappear. Un 
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the other hand, if supply is not elastic, the surplus can persist. The 
supply of land is not perfectly elastic, hence this faotor will continue 
yielding a surplus, i.e., rent. The*supply price of land is zero, hence 
its entire earning is a surplus or rent. 

The idea of surplus is explained by modern economists with 
the help of a concept called transfer earnings. As'explained in the 
last chapter, ‘transfer earnings’ refer to the amount of money which 
any particular unit could earn in its best alternative use. The price 
which is necessary to retain a given unit of a factor in a certain 
industry is called its transfer price or transfer earnings. If a factor 
is earning over and above its transfer earnings or transfer price, 
the surplus ot excess earnings is rent. Since land has no supply 
price, its entire earning is surplus or rent. 

Thus two things stand out in rent in the economic sense : (a) It 
is a payment for the use of land only a part from the payment made 
for capital invested in it ; and (6) it is a surplus over cost of pro¬ 
duction (including normal profit) or surplus over transfer earnings. 
Sometimes he may pay even more than this surplus. This happens 
when the supply of land is limited as in old countries like India and 
alternative occupations are few’. Here the demand is greater than 
the supply. Owing to competition between the tenant-cultivators, 
the landlord can usually charge the whole of economic rent (payment 
due to superior fertility or better situation of land) and sometimea 
even more than that. 

“What, then, is the nature of the rent 1 pay for my room in 
the hostel ? ’ you ask. A portion of the money charged from you 
is for the use of land on which your room stands. Something is 
included as interest on the capital invested in the building. But 
tJhis is not all. The college is maintaining some staff to holp you. 
There is the superintendent, the mali, the chaukidar and the swCeper. 
You get some extra service including w’ater, light and sanitation. 
You pay your share for all these. Besides theso, payment may 
be necessary for the risk taken in building your hostel. “Yes”, you 
say, “I have naturally to pay for all these.” This is gross rent. It 
is contract rent and not economic rent, because economic rent is a 
payment for the use of land only. The contract rent includes— 

(а) Interest on capital, 

(б) Wages for management, 

(c) Profit for the risk, and 

(d) Economic rent. 


It is quite clear, therefore, that rent of the ordinary sneorh 
mic’s^se ° nt) 1Sdifferentfrom economic rent or rent in econo- 


® « © ruu p oi new settlers in a new oonntrv t 

suppose ourselves to be the settlor* in o huv 7 country. Let u 

which we shall call Jawahar Island after our beloved"?^" 11 ,Sla “' 
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As we study the natural resources of Jawahar Island, we find 
the land to be of four grades. For convenience, we call them A, B, 

C and D in the order of their ferti¬ 
lity. We shall settle down in Tara- 
pur in ‘A’ part of the island. This 
is the most fertile land and gives us 
the largest produce per acre. 
Enough land is available of this 
quality to satisfy all our needs at 
the moment. Therefore, it is a free 
good and will not command any 
w price, t.e., rent. But as time passes 

the mouths to be fed increase in number. This may be due to more 
immigrants, who have heard of our good luck, or due to an increase 
in population. 

(a) Rent in the Extensive Form. A time comes when all land of 
the best quality has been taken up. But some demand still remains 
unsatisfied. We have to resort to ‘B’ quality land now. It is inferior 
to ‘A’ and yields only 30 mds. of wheat per plot as compared 
with 35 mds. of ‘A’ with the same expenditure of labur and capital. 
Naturally plots in ‘A’ acquire a greater value as compared, with ‘B\ 
A tenant will be prepared to pay up to 5 mds. of wheat, in order to 
get a plot in the‘A’zone, or take ‘B’ quality land free of charge. 
This difference, paid to the owner (if the cultivator is a tenant) or 
kept to himself (if he is the owner) is economic rent. In the first 
case it is contractual rent , in the latter it is known as implicit re ^‘ 
‘B’ plots do not pay any rent. To go a step further, we see that 
after all land of‘B’ quality has been taken up,-we begin cultivating 
‘C’ plots. Now even ‘B’ quality land comes to have a differential 
surplus over ‘C’, rent of ‘A’ increases still further. 

When the demand increases still more,we are pushed to use the 
worst land, which is ‘D’ quality yielding 25 mds. per plot ‘D quality 
is now no-rent land or marginal land while ‘A’, ;B\ ‘C!, all earn ren . 
This growing demand show itself in rising prices. They rise big 
enough to cover the expenses of cultivation on the land 

t e ‘D’ quality. Let us suppose that one unit of produc i 
equal toRs. 105. When only ‘A’ quality land wherea P^produc 

es 35 mds., is under the plough, the price of 

comes rent. between the return from a plot of 

land ZletZrgiFani the marginal plot (i.e., the one gust paymg 
its U’nv) is called rent or economic rent. 

(b) Rint under Intensive Cultivation. The settlers Reduce. 

Island realize that there is another way too of ln ? c8S '"*/‘ on P d resor t 
T 7hv not apply more labour and capital to superior lands 
to intensive cultivation 1 This is done but itis soon, tha the law* 
diminishins returns sets in. The second unit of labo 1 
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used on ‘A’ plot will almost definitely give us less than the first. 
We suppose it gives us only 30 mds. So we have the choice of 
either taking new plots in ‘B’ land, or cultivating ‘A’ lands more in¬ 
tensively. If we adopt the latter course, the first unit of labour and 
capital will be yielding a surplus over the second unit—which unit 
produces just enough to cover the expenses. This surplus, again, is 
rent. As more and more units of labour and capital are applied, the 
return per unit will go on falling. 

(c) Rent due to Differences in Situation. With the passage of 
time, however, a new factor emerges. A locality in the ‘A’ zone— 
marked Tarapur in the diagram,—develops into a market and 
Azadnagar in ‘B’ into a railway junction, and crops have to be sont 
to those two flourishing localities for their final disposal. Now the 
plots situated in the neighbourhood of Tarapur and Azadnagar 
come to have an advantage. They have either no transport charges 
or much smaller charges than in the case of lands in ‘C’ and ‘D’ 
areas. Transport charges are a part of the cost of production be¬ 
cause production is complete only when the commodity is in the hands 
of consumers. The better situated plots wich have to bear less 
transport charges, will enjoy a surplus over the distant ones. This 
surplus will be another cause of rent. 

Hence economic rent is a surplus which arises on account of 
natural differential advantages , whether of fertility or of situation , 
possessed by the land in question over the marginal land. 


No-rent or Marginal Land. The cases described above show 
that rent is earned due to a certain plot being better suited for culti¬ 
vation or being y _______ 

better situated in 

V/REN 


regard to markets. 
But better than 
what \ Of course 
better than some 
other plot of land. 
This ‘some other’ 
plot is the margi¬ 
nal land which 
just covers its ex- 


REN 


RE TURN 
tN 

MAUNDS 


35 MDS 30 MDS 25 MDS 20 MDS 


X 


just covers its ex- Quality of Land or Doses of Capital and Labour 
penses and no more. This land is called ‘no-rent land.’ All rents are 
measured from it upwards. In the diagram, ‘D’ quality land which 
produces 20 mds per plot is the marginal land. Here the return 
and costare equal. It is just worthwhile cultivating this land since 

cultiVator Ve Tt e l Pen9 > ° f C ^ fcivation and ykM® no surplus to the 
rlnt qUlt f P ? SSlbIe ™ ma y not be able to discover the 

owner m eht havlT® ( a ^ . pa , ying scarcifc y rent, or (6) the 
owner might have invested some capital in it and the interest miirfit 

° r ^ the “ fc land may be in some“iw 

o ntry or (d) the no-rent tracts may form part of a rent navinrr 

area and bo concealed in it p rent-paying 


(d) Scarcity Rent. In our new home-country, Jawahar Island 

— ri£Es Jr 
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price rises still further under the pressure of demand. Population has 
been increasing fast. Our country has become old and no more land 
is available as we are an island country. Prices of agricultural yield 
go up and incomes from land go up. Therefore, all land (including 
the no-rent l D’ quality land) begins to get surplus above expenses. 
This surplus above costs in the *D’ quality land, our previous no-rent 
land, is scarcity rent. Superior lands will be paying this surplus 
over and above their differential gain. 

Conclusion. Summing up, we see that rent is a differential 
surplus and arises from the fact that land possesses certain peculiari¬ 
ties as a factor of production. It is limited in area and its fertility 
varies. Besides, its situation is fixed. Thus rent results because : 

(1) fertility is more or less fixed by nature ; 

(2) every plot differs in situation which cannot be changed ; and 

(3) the total stock of land is fixed and cannot bo increased. 

On this basis Ricardo defines rent as “ that portion of the pro¬ 
duce of the earth which is paid to the landlord for the original and indes¬ 
tructible powers of the soil." According to him fertility, situation and 
limited total stock—these qualities, which are original as well a? 
permanent, give rise to rent. 


3. Rent and Price. The relation between rent and price is 
commonlv misunderstood. Rent is a surplus above cost. It does 
not, therefore, enter into price. We have observed in the preceding 
discussion that price depends on the cost of production on marginal 
land which is no-rcnt land. In other words, rent is not included in 
the costs which determine price. It is only when price has risen 
high enough due to the forces of demand and supply, that- rent on 
any plot appears. Thus rent is the effect or result of price and not the 

cause of it. 


Ricardo, in hi. dav, tried to explain with the help of this 
argument that landlords'were not to blame for dear corn. “Uorn<» 
not high because a rent is paid but a rent is paid because corn is high . 

Rather even if the landlords sacrificed all their rent for if it "«<- 

taken away by a cent per cent tax) corn would soil at the samo price 
as before “It has been justly observed", Ricardo continues “that 
no reduction would take place",n the price, of corn altRough Ian,- 
lords should forego the whole of their rent. It moans that rent 
not a factor tha/determines price but is itself determined by price. 

Here is a weapon for you 1 Next time a shopkeeper m 
Connaught Place in New Delhi tells you that he has to*«£ £gh 

cc°,r“ "in" w 'K. err 

reduce rent If the public came to know that ho was charging g 

Prices they would avoid his shop. Only a fooli-h ^ 

pu't forward this argument or only a foolish customer would beja»en 

in by it. Thus high rents are paid because much high p 
be charged rather than prices are high because of high ren . 
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The following diagram clearly shows that rent do“ “Ot enter 
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class of land. It is 
seen that cost goes on 
rising with falling 
fertility. The market 
price has to cover the 
cost if the produce of 
this land is needed to 
meet the total de¬ 
mand. And when the 
cost of produce on ‘D’ 
land is being covered 
by the price, ‘A’, ‘B’ 
and ‘C’ arc earning a 
surplus called rent. 
There is no rent in the 
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Dots of Lands of Various Grades 
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rectangle on ‘D\ Wo can conclude, therefore, that rent is thten lin¬ 
ed by, and docs not determine , price. Rent is price •determined and not 

price-determining. 

4. Criticism of Ricardo’s Theory of Rent. Ricardo has 

summed up in his famous statement that rent is the payment or 
the original and indestructible powers of the soil . The t wo nor s 
“original” and “indestructible” have come in for much criticism. 

Firstly, it is pointed out that the fertility of land is not original 
Much of the present producing capacity of laud is the result of 
human efforts, use of manures and other improvements. Thus at 
no time is it possible to sav which qualities of land are original and 
which of them are man’s creation. 


Situation is something which man cannot change. Undoubtedly 
it is not possible to move a plot of land to another place. But man 
can improve the means of transport so much that distance between 
two places matters little. Thus he can manage to change the 
character of a place. The planned cities and factory towns of today 
are the product of man’s brain. 

Although this criticism has a leg to stand upon, it cannot bo 
denied that certain original qualities do matter. No human effort 
will change Rajputana into Kashmir. 

Secondly , the idea of indestructibility is objected to. Area, it 
is said, is everlasting but not fertility. Continued cultivation ex¬ 
hausts fertility. Wo observe this in the case of lands in India. They 
are reported to be less fertile and, therefore, less productive per acre 
today than they were in the past. Ricardo’s doctrine, however, can¬ 
not bo wholly rejected. Land which is naturally fertile regains its 
fertile qualities more easily, if it is manured or left fallow. Creation 
of fertility in barren land is more difficult. Besides, no amount of 
use will entirely kill the fertility of land. 

Thirdly , certain American economists like Carey have criticised 
the classical theory of rent on historical grounds. They say that 
cultivation did not begin with the most fertile lands when the first 
settlers arrived in America nor did it pass on to the less fertile lands 
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in that order. The reason was that some of the most fertile lands 
were covered with thick forests while others were open to enemy 
attack. The settlers naturally preferred less fertile areas which were 
open and could be defended. The criticism answers itself. Not 
necessarily the most fertile, but the land offering the best reward for a 
definite effort is occupied first. Moreover, the order of cultivation is 
not so important. Even if the order is changed, when two types of 
land are being cultivated, the more fertile or better situated plots 
will produce a surplus above the cost. The surplus will arise which¬ 
ever land is cultivated before the other. Rent will still arise even 
if all the lands were of uniform quality. It will arise in the intensive 
form. 

Fourthly , it is said that rent is not due to differential advan¬ 
tages only. Even if all lands are of uniform quality, rent would 
still arise. Rent arises from scarcity. 

Fifthly , Ricardian Theory does not say why rent is paid ; it only 
tells us that superior lands command higher rent. 

Sixthly, the concept of marginal land is said to be imaginary, 
theoretical and not realistic. 


Seventhly, no special theory of rent is necessary. Demand and 
supply theory which explains all values, can explain rent also. 

Finally modern economists think that it is only from the point 
of view of economy as a whole that land has perfectly inelastic supply 
and earns a surplus of rent. This surplus is not included in cost and 
hence does not enter into price. But from the point of view of in¬ 
dividual farmer or industry, a payment has to be made to prevent 
land from being transferred to some other use. The payment, called 
transfer earnings , is an element of cost and hence enters into price. 
For the individual farmer the whole of rent is cost. “This concept 
of transfer earnings helps to bring th'e simple Ricardian Theory 
where transfer earnings are zero because it is the whole economy 
which is being studied—into a closer relation with reality.”—(Stonier 


and Hague). 

5. Modern Theory of Rent. Wo have seen that the term 
‘rent’ is used in two senses : (t) it is a payment for the use of land 
only and (it) it is a surplus over costs or its transfer earnings. 
shall state the modern theory in respect of these two meanings. 

({) Rent as a payment for the use of land only. This payment 
is explained by the demand and supply theory which is the modern 
theory of rent Demand for land is derived from the demand for it• 
products. If the demand for products increases, rent. must rise, an 
rice versa Rent is paid because of productivity of land, not total 
productivity but marginal productivity. On the.other_ hand, supply 
of land is perfectly inelastic. It is a case of a fixed supp y. 
of and s lie outcome of interaction of its demand and supp y. . It 

is the scarcity of land in relation to demand that determines rent 
Fundamentally speaking, rent is paid for land, because' the P 
of land is scarce in relation to demand. This scared} princip - P 
all values, and rent is no exception to it. 

(it) Rent as surplus over transfer earnings, t-e., wbat a fact 
earn in its best alternative use. Now for the economy as a whole 
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has no alternative use. Its transfer earning i*, therefore, zero. 

its entire earnings are regarded as rent. L 

rJSzr rt!= 

Old Delhi. When a number rent emerges in 

above the other, we are using a plot intensive!}, anu 

a manner similar to land when intensively cultivated. 

Rent of Mines and Quarries The rent of 
a little different. Sooner or later they are entirely <^aurted un U 
agricultural land. Therefore, the payment for their working >"«“„_• 
apart from economic rent, a price or royalty for using P . . 

tents. Economic rent here too is the result ot 8 rc f c 
from some mines as compared with those on the margin. Ro alty 
paid is extra. It is usually calculated per ton of output 1 islicr 
in the sea also normally do not tend to be wholly cxh n • 
fore, their rent has a smaller element of royalty and much mo 

resembles rents from agricultural lands. 

7. Rent Element in Other Factors. A Person might 
conclude from the above discussion, that rent is a kind by itself an 
does not resemble a(iy other payment. But this is not so. lh 
peculiarity of land after all is that all its stock is fixed for ever. Rent 
arises from this peculiarity. That is why Bonham defines rent as a 
surplus accruing to a specific factor, the supply of wliich is fixed. 
Now no other factor is permanently fixed like land. But whenever 
the supply of other factor is fixed even temporarily, their return 
resembles rent and is called quasi-rent. Thus an element of rent w 
present in interest , wages and profits , and is called quasx-rent. * It 
lasts only for a short period of time and disappears when conditions 

become normal. 

Quasi-rent. During the last war merchant shipping became 
scarce. New ships could not replace the lost ones quickly as ships 
take long to build. So existing vosscls began to charge high freights 
and earned exceptional profits. These profits were temporary, 
because had the need lasted long enough, new ships would have been 
constructed and profits reduced to normal. Such like abnormal 
earnings, during the period the supply of machines or ships is fixed, 
are termed by Marshall as ‘quasi-rent’. ‘Quasi’ literally means 
‘almost’. Quasi rent is , therefore, a payment which is almost rent but is 
not exactly economic rent. “The additional payment for these agents 
of production the supply of which, though alterable in a long period, 
is fixed in a short period is technically known as a quasi rent.” 

— Silverman. 

Rent Element in Wages and Profits. Similarly, skilled labour 
producing essential goods earns abnormal wages in times of war. 
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1 his is due to tho scarcity of trained labour. Such extra earnings, 
too, resemble rent. The case of organisation is not different. For 
instance, if a health reSort becomes very popular all at once, the 
hotel-owners there will make good profits till new hotel-keepers are 
attracted, and profits are reduced to the normal rate. During this 
short period, organization will earn surplus income resembling rent. 

Personil Pent. Just as some lands are more fertile than others, 
similarly some people are superior to others. A Laurel or a Hardy 
differs from a wayside tomfool. A Raj Kapoor on the screen will 
earn much more than a third-rate actor. All trades make extra pay¬ 
ment to really gifted people. Special incomes due to these gifts aro 
called rent of ability or “personal rent.” 


It follows from the above discussion that land rent does not 
form a separate class by itself. It is only a prominent example 
of its kind. Or, as Marshall describes it, “// is a leading specie of 
a large genus." An element of it is present in wages, interest and 
profits at times. 

8. Effect of Economic Progress on Rent. The progress 
of society can be in different directions. Effects of this progress on 
rent are, therefore, bound to vary with the directions in which the 
society progresses. We shall study this effect in its various aspects. 

(i) Increase of population. An increase in population results in 
higher rent. Larger numbers need more food. An extra supply of 
food can be secured only by ploughing less fei tile land because the 
more fertile or better situated lands are already under the plough. 
The only other alternative is more intensive cultivation of superior 
lands already in use. In either case, this involves greater expense 
which farmers will not willingly incur unless they arc rewarded by 
higher prices. Thus more fertile lands will earn higher rents. 

(it) Improved means of transportation. Such an improvement 
may bring about either a fall or ail increase in rents. Rents would 
tend to fall on lands which were already in use and were near the 
markets. But rents would tend to rise on lands which were fertile 
but were previously far away from such markets. Thus it was seen 
that when ocean transport improved between America and Lng an , 
rents fell in England while they rose in America. 

(iii) l in proved methods of agricultural production. Better methods 
cause rent to fall as they result in large production without a para- 
Hel increase in demand Therefore, lands on the margin go outol use, 
prices tend to fall, and rents come down. 

0 Indian Land Revenue and Economic Rent. Reference 
may be made to rack-renting in India. The land revenue m the 
cas c of the peasant with a small holding is a heavy l)Urden a ‘ ,d .' ia a 
an element of rack-renting. Economic rent, as we have seerp 
surplus. But the land revenue that an Indian peasant has to p y 
is ndt necessarily a surplus. Generally it is not. Owing to lack ol 
alternative occupation there is keen competition for land and 
peasant has to pay more than he can afford to. He has to pay an 

revenue even though he may have no surplus. If ln s °' ,ie c “ by 

revenue is equal to economic rent, it is more by accident than y 

design. 
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As for actual rents, they have been governed more by custom 
than by economic forces. Due to the land hunger, there » » ™ 
rack-renting and the actual rents are, therefore, higher than econo 

mic rents. 

WHAT WE GATHER FROM THIS CHAPTER 

Meaning of Rent. In everyday talk rent means the payment rondo for 
the use of a house, land, n radio or a taxi. It is a hiring churg . 

The enrol us that remains after all expenses of cultivation have boon met 

is called ‘economic rent’ (Person). ‘Contract rent’is settled^^onToth tend to 
the landlord and tho tenant. Under conditions of f.eo eompotit.on l oth tend u 

bo tho same. Contract rent refers to tho total amount paid by a tenant jvher 

as economic rent is that part of this payment which is for the use of land only 

spurt from any capital which may bo invested therein. 

Gross Rent. It includes interest, wages, profit an 1 economic ren». 

Ricardo’s Theory of Rent has become classical. ('[) *'* 

Form. He argues that in a new country settlors nrsu euluvato the bwt lami. 
With increasing demand, inferior lands are cultivated. o o , . 

enjoy an advantage. This advantage grows large as the margin is I u * 1,0(11 ' 

When cultivation reaches tho worst grade land, all the suponor lands enjoj a 
surplus. This is rent in extensive cultivation. 

(6) Unit in Intensive Cultivation. Production can also bo increased bv 
putting in more labour ond capital in the ol.l plots Tho law of U„n,mshing 
returns applies so that the previous doses of labour and capita! enjoy a surplus 
of produce over marginal doses. This difference too is rent. 

(c) Situation Rent. Areas near markets and railway stations have to 
pay less for transport than others at a distance. This a l\nntng«' gi\en i*m 
situational rent which lands at a distance do not enjoy. 

The marginal land is that which it is just worthwhile to cultivate. It is 
least fertile or worst situated but is one whoso produce is needed for the market. 
That is ‘no-rent’ land. 

(d) Scarcity Rent. When all the land has boon brought under the 
plough and the demand is still unsaiiafiad, tho price of produce rises. Thus all 
lands begin to enjoy a surplus (called scaicity rent) above cost of production. 

Conclusion. In a nutshell, then, rent arises owing to fertility, situation 
and scarcity. In Ricunlo's words, it is iho payment for the “ oriyinal and indes¬ 
tructible powers of the soil'*. 

Rent and Price. Price depends on tho cost of cultivation of tno marginal 
land which pays no rent.- Thus rent is not a port of price but it is itsell 
determined by price. It is not tho cause of high prices but their result. 

Criticism of Ricardo. (1) It is said that no powor3 arc “originn .” 
Fertility is increased by human efforts and distance may lose importance 
through improved means of communicati -n. But still there is a good deni ot 
original element in the fertility and situation. 

(2) Nothing, they say, is indestructible. Fertility can be exhausted by 
continuous use. But Ricardo’s theory is not basoless. Fertilo lands regain lost 
fertility more easily. 

(3) Carey objects to tho theory of root on historical grounds. In America 
cultivation did not proceed from the best land to tlio worst, because tho host, 
land was covered, with forests and bushes. But the order of cultivation is im¬ 
material. Besides situation is an additional factor to bo considered. 

(4) Modofq economists point out that land has perfectly inelastic sup¬ 
ply only from the point of the economy as a whole. Individuals can vary tho 
quantity of land put to particular uses by drawing it form less altractive usos. 
This transference cost is a purt of production and hence, from the individual’s 
point of view, rent enters into price. 

Non-agricultural Rent, too, is determined on tho same principles. In 
urban localities, situation matters the most. Iri case of mines, etc., a part of 
payment is for the exhaustion of their capacity. This is oalled royalty. 
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,, Rent is a Leading Specie of a Large Genas. As a payment, rent is 
not the only one of its kind. Sometimes other factors temporarily resemble 
land. I he payment they then receive is called quasi-rent. Ships’in times of 
var earn a surplus income due to scarcity till more of them are built. Similarly 
labour and organisation sometimes get extra income which can bo termed 
‘quasi-rent*. 


Personal Rent is the extra income earned by men of suporior ability 
over and above the marginal people in any profession. This is why popular 
actors earn more than the ordinary ones. 

Economic Progress and Rent. Increasing population raises rents. 
Improved transport will raise the rent if a place is connected with a new 
market and will lower it if it is connected with a new source of supply. Im¬ 
proved methods will lower rents. 

Land Revenue and Rent. Duo to land hunger in India both land 
revenue and actual rents are higher than economic rent. 


1 . 


2 . 


CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

Explain the nature of economic rent. (Delhi 19-55 ; P.U. 1936) 

Explain economic rent and contract rent. [See Sec. 1.] (Ajmer 1955 ) 
II ill there be economic rent if — 

(tj all plots are alike in fertility and situation ; 

(it) the landholder himself is the cultivator of land ; 

(it?) if the law of diminishing return did not operate ? 

Give reasons for your answer. (R* R re • Univ. 1962) 

[(i) Yes, but only due to intensive cultivation and scarcity. (*•) Of 
course, yee, although it will remain with them. (Hi) l'hen, no ren 
would arise.] 

3. Define •rent'. Show how it is a surplus. 

[See Sec. 2.] 


(Delhi Pre-University 1961) 


/. 


Explain fully :— 

(i) Scarcity Rent. 
(it) Quasi-Rent. 
(Hi) Personal Rent. 

(iv) Contract Rent. 

(v) Situation Rent. 

;(i) Sec Section 2 (c). 
Section 1.] 


(P.U. 1945) 
(P.U. 1943) 

(U.P. Board 1944) 
(it) See Section 7. (Hi) See Section 7. (•») Sce 


6 . 


What is Economic Rent ? How is it determined ? gj9) 

(Pb. Univ. //. S. 1962 ; Rajasthan Inter I960 : Utkol Inter Arts 


Or 


Cit e the economic meaning of the term rent. How does ren, ^j h - ^ g I960) 

6. Define rent. Explain atul criticise upon ^^1957^58 ; 

(Sardar Valtabhbhat \ tdyapeeth 1J5 , ^ ^ ^ jp*;/ g U pp\.) 


Or 

Bent u paid far original and indestructible pou-ers oj the ^ _ 

(C.t/. B.Com. ; Nag. 1913 , Bombay 1953) 

ship between rent and price. ^ ' 

Distinguish between economic rent and contract rent. Ex B^ { // 5 . JQ62) 
dian Theory of Rent. 
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Or 

Explain the Ricardian Theory of Rent. Does rent enter 
mine price ? 

Or 

••Rent does not enter into price .” Discuss. 

Or 


into costs that deter - 
(. J. K. 1956) 

(P.U. 1942 ) 


It is true to say that ••prices are high because rents are high or that rents 
are high because prices are high ?”— -(Ricardo). 

Or 


Discuss the relation between agricultural rent and agricultural 

(C.U. 1936 ; C.C7. B.Com. 1939 ; All. 1936 ; Agra 1938 41 , U.P. 

Inter. Arts 1958 ; Dacca 1940 ; Delhi 1939) 

[High and lo%v ronts are the consequences of high and low prices,, 
but not their cause. See Sec . 2.] 

8. "Rent is the leading specie of a large genus." Do you agree ? Discuss 
this statement. 


Or * 

••Difference between rent, wages and profits is one oj degree only.' 
Explain. [See Soc. 7.] (C.U. B.Com. 1934) 

9. Distinguish between rent and quasi-rent and examine the influence of 
progress on rent. (C.U. 1937 ; C.U. B.Com. 1932, 33 ; Agra 1933 ; Nag. 1942) 

[See Sees. 7 and 8.] 





IPrtfe notes on 

(i) Intensive Margin of Cultivation. (P.U. 1939y 

(ii) Quasi Rent. (P.U. 1940, 43, 45) 

(m) Scarcity Rent. (P.U. 1935) 

[For (t) See Sec. 2 (6); for (ii) See Sec. 7 ; and for (fit) Seo Sec. 2 (d).] 

Define Economic Rent. How is it affected by progress of society ! 

(Ajmer Board 1952 ; P.U. 1934). 

[See Sec. 1. With higher standard of life and growth of popula¬ 
tion rents tend to rise, while, on the other hand, with improved 
technical knowledge, improved means of communication and' 
transport, greater specialisation and increased investment, rent 
tends to fall. See Seo. 7.] 


Consider the effect on rent of 
(i) increase in population, 




(ii) improvement in agriculture, 
li» improvement in transport. 


(See Sec. 8.]i 


CHAPTER XXI 

FACTOR PRICING : WAGES 


“The Price of Human Sweat and Tears'' 


1. Meaning of Wages. Wages are the reward paid to the 
worker for his labour. The term ‘labour’ as used in Economics, has 
t broad meaning. It includes the work of all who work for a living, 
whether this work is physical or mental. It also includes the exer¬ 
tion of independent professional men and women liko doctors, law 3 r crs 
musicians and painters who render service for money. In fact, 
labour in Economics means all kinds of work for which a reward is 
paid. Any type of reward for human exertion whether paid 
by hour, day, month or year and paid in cash, kind, or both 
is called wages. “A wage may be defined as a sum of money 
paid under contract by an employer to a worker for services rendered 
— (Benham). It is essentially a price for a particular commodity, i.e., 
labour services. 


2. Types of Wages. Wages have been classified in several 
ways. They arc as follows :— 

(а) 1 Yages in cash and kind. In some villages in India, we find 
that a good many labourers are still paid in grain, fodder and other 
commodities which they get at the time when the two main crops, 
rain and kharif, are harvested. In one way, payments in kind are 
good, as then, a rise in the prices of foodgrains would not affect the 
labourer for the worse. From another point of view, this system is 
bad, as wages in kind are largely governed by custom which does 
not allow the standard of living ever to improve. In towns, however, 
wages are paid in cash and are ruled by contract or agreement. 

(б) Time wages. Piece wages and Task wages, (i) Time wages. 

1 f a worker is employed at a fixed rate per hour, per day, per week 
or per month, lie is called a time worker. To base the rate" " ,f ftr 

unit 'of^p'ayirmnt'tha^’a'ny^loriger period of^ime^ecause labonrers 

done cannot be measured. . , nrcordina 

(u) Piece wages. When, however, f C^vsZ of^parent 
to work done, it is a system of piece wages Til' ^ * P manu . 

is found in types bf work which can be casi^measnr^ ef,,^ ^ 

factum of hockey sticks, cricket bats etc. Her q „,, ier0 tho 

important as the quantity of work done. This 

work is to be done at great speed. t is contracted 

(tit) Task Wages. When, howeverl P Jf overnmen t work 

to finish a job we have task wages. Good g 

in India is done on contract basis. 
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Let us illustrate the difference between these three kinds with 
an example. If you want to have your house white-washed, you 
pay for it in any of the above three ways. You may hire a labourer. 

on daily wages (time), or fix a rate for every hundred square feet 

of wall white-washed (piece), or settle a lump sum for the whole joi> 
(task). Many times the work cannot be easily measured, so the 
payment has to be made by the time-wage method. 

(c) Sometimes wages are classified according to the kind ol 
workers employed :—•. 

1. 'Salaries' are paid to the higher staff consisting of engineers, 
supervisors, managers, professors, teachers, etc. 

2. 4 Pay' is the term used for payments made to clerks, typists, 
stenographers, etc., i.e., middle-class employees. 

3. 'Wages' are earned by the so-called ‘hands’—the lowest 
grado of skilled and unskilled manual workers. 

4. ‘ Fees' are paid for consulting people in independent j ofes- 
sions like doctors and lawyers. You are familiar with the 'tuition 
foes’ you pay for receiving instruction in a college. 

5. 'Commission' is the word for the margin allowed to middle- 
men like property brokers, arhtias > agents, booksellers, etc., on the 
value of the transaction. 

0. ‘Albirance' is a special payment made for some special 
work or f»r special reasons—as for travelling, maintenance of cycle 
or car, dearness due to high prices, or house rent. 

Whatever the method, form or name of the payment, wages 
mean the share of labour—the second claimant in the national divi¬ 
dend. It should, however, be noted that a labourer is not so much 
concerned with how he is paid or the number of money-pieces be 
gets. His main concern is to satisfy his needs. This brings us t<> 
a discussion of money-wages and real wages. 

3. Real Wages and Nominal Wages. The money paid to 
a worker as a reward for his work is known as nominal wages. But 
what is money wanted for ? Obviously for the goods and services 
it can buy. By ‘real wages’ we understand the satisfaction that a 
labourer gets from spending his money wages in the form of neces¬ 
saries, comforts and luxuries. It means the total benefits, whether 
in cash or kind, that a worker enjoys by working at a certain job. 
The following factors have, therefore, to be taken into account when 
estimating real wages :— 

(1) Purchasing Power of Money. Money is only a medium of 
exchange. We value it for its power to buy goods and services. Let 
us take an example. We see that, according to the general index 

maintained by the Economic Adviser to the Government of India. 

average wholesale prices have gone up to nearly four times as com¬ 
pared to 100 in 1939. The monthly earnings of persons with fixed 
salaries have not gone up to the same extent. They are, therefore, 
proportionally much lower than before. Therefore, to say that salaries 
iave gone up is a pitiful joke ! For such persons, real wages have 
en as the purchasing power of money has gone down to about 
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25%. Price level, therefore, is an essential factor to bo taken into 
account while estimating real wages. 

(2) Additional Receipts in Kind. The money income of a person 
may be increased by free quarters, cheap rations, a free uniform, 
special gifts on festival days, and the like. A person or a sweeper 
improves his living from such sources. A pension after retirement, 
or a free bungalow adds to an officer’s real income. 

(3) Possibility of supplementing the Income. Some employ¬ 
ments are such as give time or create an opportunity for increasing 
one’s income. Thus a professor may write articles or books or a 
teacher may coach students privately and supplement his income. 

(4) Working Hours. We have to consider the hours worked 
per day, the days per week, as well as the off-days in a year. Fre¬ 
quent rest intervals add to one’s real wages and comfort. In some 
occupations, workers have to put in extra work without extra pay¬ 
ment. For instance, the staff of a bank has a hard time at the 
half-yearly close. Sometimes senior officers get unauthorized work 
from their juniors. Such unpaid overtime work reduces real wages. 

(5) Regularity of Employment. If a person is frequently out of 
work even a high money-wage ultimately means a low real wage. 
Continuous employment on a lower wage is preferred to work which 
is more paying but is uncertain or temporary. That is why an 
ordinary lawyer or a doctor may take to service as against indepen¬ 
dent practice. 

(6) Nature of the Job. Certain employments are very risky. 
Others reduce the length of a worker’s life-like driving railway 
engine. The life of an air pilot in action is said to be a few hours on 
an° average ! In many vocations accidents are common. Money 
wages may be high in such cases, but taking all things into considers- 

tion real wages would be low. 

(7) Future Prospects. One may accept even a modest start it 
the future promises are bright. We are struck dumb when we find 
school teachers after twenty years’ hard work earning » 

hundred rupees a month ! Such prospects would not prove aura. 

tive if teachers could not make money from private tuition worn. 


(8) Expenses of starting a Trade. Some occupations require 
much initial expenditure. Good furniture latest '"“"d 
medicines are necessary for a doctor to start his practice. O ^ 

a poor impression of a lawyer if his office is not furnish 

least half a dozen book-shelves stuffed with bulky ^ “gtimating 
expenses have to be deducted from money wages when estim g 

r<>al "These are some of the factors that have to be: taken into 
account while estimating the real wage of a worker as dist gu - 
from his nominal wage. . 

4. “Low Wages are Dear Wages.” Just as there are^rcSf 

and nominal wages, similarly we have rea ani n the 

labour. A salary is paid by an employer to an employee. ^ ^ 

latter it is an income, but lor the former it is a c • Under-paid 
nominally appear to be different from what it really i 



FACTOR PRICING : WAGES 


255 


labourers are dissatisfied. They try to scamp work. Well-paid 
workers are contented. They often more than repay the higher wages. 
Productivity thus depends on wages. Real labour-cost is, therefore, 
found by comparing productivity and the money wages paid. This 
is how nominally cheap labour may in reality be a costly one. High 
wages may conversely mean cheap labour. This is what the phrase 
“economy of high wages ” signifies. 

We shall refer to the relation between efficiency and wages 
Again later. 

5. Why a Separate Theory of Wages ? Labour has certain 
peculiarities. Hence a separate theory for determining the reward 
of labour is required. Labour is not like any other factor of pro¬ 
duction. The main peculiarities are :— 

(t) The demand for a commodity depends on its utility to the 
purchaser but the demand for labour depends not on its utility to 
the employejkbut on its productivity. 

(u) The labour service is inseparably tied up with the person 
who supplies it. The human element in the labour market deserves 
a special consideration and necessitates a separate theory. 

(m) Institutional and behaviour factors exert powerful in¬ 
fluence on wage bargains. A sympathetic employer may be more 
generous towards his labour. 

(tv) Labour has weak bargaining power as compared with 
employer who buys it, hence wages are actually less than they ought 


(v) Labour is perishable. Having no staying power, labour is 
prepared to work at a lower wage than it is due. 

(vi) Law of supply works in a strange manner in case of 

labour It may happen that the supply of labour may be reducod 

when its earnings increase. Thus changes in the price of labour 
react rather curiously on its supply. P aoour 

* the n b0Ve factors > a separate theory of wages is 

called for But it is well to remember that wage is alsoa price (of 

mind “d, ItoMWvoty « S1 e * orci ? ed 

been advanced to explain wages • (i) For Enw/'f ^f OTios ^ ave 

wages, in the long P run would tend beIie 7 ed that 

clothing and shelter to maintain existence Thi e L n ° Ugh of food » 
Iron Law of Waqes or the mr 18 known as the 

the first time propounded bv David ^ e <>ry qf Wages. It was for 

if wages tendedT be^ He believ ^ .that even 

would be temporary. Prosneritv of ti ^ Ulred mere subsistence, it 

the population, and hence thlUh™* work . ers wou . ld soon increase 

the wages and bring them down to th/? 8UP ? ly V T1 ! is would de P ress 

Urly, wages below the subs^tence ° f Simi- 

workers ; others won’t marry This will W ?, Uld starve cerfcain 

and raise wages. Thus, according to th^f 106 t ? e SUpply of workers 
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(u) Then the Wages Fund Theory was developed by J. S. Mill. 
He maintained that a certain fixed proportion of the capital of a 
country was set apart for payment as wages to labourers. This 
proportion he called the Wages Fund. Thus, according to him, wages 
at an} 7 moment were determined by the amount of money in that 
fund and the total number of labourers in the country. If the fund 
remained constant and supply of labour increased, wages would fall, 
and vice versa. This theory broke down under criticism, as it could 
not be discovered how the fund arose and why it remained fixed. 
Besides, it was proved to be historically false. 

(Hi) Residual Claimant Theory. Then another theory replaced 
the wages fund theory. According to this theory, the worker is the 
residual claimant of the product of industry. He gets out of this 
product what remains after land, capital and organisation have been 
paid their reward. Thus wages are determined only after rent, 
interest and profits have been deducted from the total produce. This 
theory also had to be given up because in actual practice it was 
found that when rent, interest and profits rose, wages also increased 
at the same time. Moreover, it is not the worker who is the residual 


claimant but the entrepreneur. 

(tV) Ultimately it was realized that it was not the wherewithal 
to maintain body a id soul together but the standard of living which 
determined wages. Standard of living may be defined as “the 
amount of necessaries, comforts and luxuries to which a class of 
persons is accustomed and to attain and keep which they will under¬ 
go any reasonable sacrifice like working longer or postponing 
marriage.” Well, if one thinks of it, people with decent standards 
of life do seem to bo earning good wages. But good wages are not 
paid simply because the worker has a high standard. It is rather 
because a higher standard means better training, better education, 
better food, which in their turn result in greater efficiency, that 
higher wages arc paid. Secondly , a person with a higher standard ot 
living usually plans his family, and limits the number of babies. 
Lastly, when people have a set standard they will usually exert hard 
to earn a wage high enough to maintain it. 

Standard of livin',, we may then conclude »«* «» 1 ,n ' 

fluence on wages through effecting the efficiency of labour But this 
only a partial explanation of wages-that on the sale of supply. 

(v) The Marginal Productivity. It is seen that a '“ b “« re7 
wanted for what he produces. Hence the employer will not M him 
more than he is worth. The employer is constant y compar g th 
wage he has to pay to every additional worker with nhat this worke^ 

adds to the total production. As long as the cost of 1he 

the form of wages is less than the productivity of thatHabourc 

entrepreneur goes on employing more labourers. This t f 

as the number of workers increases. This ^according tojhe Uwo 

diminishing returns. Hence he naturally stop. P ]ast worker 

he feels that the net addition made to produe .onty t\ 1^ 

is equal to the money-wage paid to him. Ihtspotnl e a „ 

and the productivity of the marginal man equals the ^ , 

the workers are supposed to be equal in efficiency -> 
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at the same rate. The rate is determined by marginal productivity. 
If the wages shift from the marginal net product-point either way, 
the employers will bring it back to the point of balance. This will 
be done by curtailing or expanding employment. 

This theory makes clear one factor governing wages. It is an 
explanation from the side of demand only. It considers the employer’s 
point of view and not the worker’s point of view. The worker is 
more interested in his standard of living than his marginal producti¬ 
vity. Besides, the theory assumes (a) free competition, (6) homo¬ 
geneous quality of the workers, and (c) possibility of employing 
more or less labour. These assumptions do not always hold good. 
Hence actual wage may not correspond to the marginal productivity 
of the worker. Therefore, this theory is not a complete answer to the 
question ‘How are wages determined ?’ The answer is given below:— 

(tv) Modern Theory of Wages ; Demand and Supply 
Theory. The above two partial explanations when put together 
make a complete one. The value of labour, like all other values, 
determined by the interaction of the forces of demand and supply. 
Demand for labour is derived from the demand for its pro¬ 
ducts. The greater the consumer demand for the product of labour, 
the greater the producer demand for the labour involved in making 
it. The demand for labour is also affected by prices of other factors 
of production. It also depends on techniques of production. The 
demand for labour depends on its marginal productivity. 

The supply of labour means the various number of workers 
of a given type of labour which would offer themselves for employ, 
ment at various wage rates. At the^urrent wage rate an individual 
firm can get as many workers as it likes ; hence supply of labour to 

1S perf * Ct y elastlc at thc current wage rate. But not 
so with the case of demand for labour for an industry. If the 

y rT™ , m ° re ab0Ur ’u 5t 0an get on 'y b y 0 Soring higher 
wages. It can also increase the supply of labour by making existine 

° VCrtime - Th6 "PP^ of labour ** the entireeconomy 
depends on economic, social and political factors e a custom^ 

a? “ c 

on^increasing" 

labourer produces . Hence at the^m?™^ to pay more than what a 
the wages. Wages cannot ^ the produ <>tivity equals 

of labour in the long run because emnlovo “ ar £ ln * 1 Productivity 
will not consent to it. employers in their own interest 

tual stendTrd onittor^They wiU g n ^ har ?, to , kee P U P their habi- 

with anything else, fsubsistence 1^’ “V the ° ng run ’ be satisfied 

which may be"temporarilyiterated in * T 6 ’ is the minimum 

y a ted m special circumstances.) To 
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this end, they will form trade unions and will bargain collectively. 
The standard of living, therefore , provided it is not above efficiency, 
is the minimum level which will influence wages in the long run. 

In short, the wages at any given time will depend on the relative 
bargaining powers of the two concerned parties and will be fixed rip at 
some point in-between the maximum of marginal productivity and the 
minimum standard of living of the labourers. 

In the long run, under conditions of perfect competition wage 
tends to equal both to marginal revenue product and average 
revenue product, because only in this way will the firms in the 
industry earn just normal profits, neither more nor less. If marginal 
productivity is greater average productivity of it will be profitable to 
employ more labour till marginal productivit}' falls to the level of 
average productivity. If, on the other hand, marginal productivity 
is less than the average productivity, labour employed will be 
reduced till the marginal productivity rises to the level of average 
productivity. Marginal productivity and average productivity thus 
tend to be equalised in the long run. Since wages are equal to 
marginal productivity, they also tend to equal average productivity. 

7. Why Wages Differ? We have occupied up till now 
with the problem of how wages in general are determined. But is 

there any general rate of wages ? 

If labour had been like any other commodity, it would also 
have been sold in the market in the same way. But as you know, 
labour is peculiar in certain respects. Labourers cliffei in efficiency. 
They are kss mobile than capital and goods. Their supply cannot be 
increased to order and it is a mo* painful process to reduce them. 
If a day is lost, its labour is lost with it. For these and other reasons 
a uniform rate of earnings for workers is not possible There is no 
prevailin'* rate of wages similar to the prevailing rate of interest. All 
over the world, labour is split up into a very large number of groups 
and sub-groups, each with a different level of wage,. Even s thm 
the same group the differences are ever so many. Consequently there 

cannot possibly be a penerai m(e 0 / AlUhat can ® °? tho 

find out an average rate which can be discovere ^ , TO b rkers 

“‘it a ¥h°e U lct a !s tl°at rwair d P iffer from occupation to occupa- 

ti0n ' problem Of relative wages, why they 

differ from occupation to occupation. 

No proof is needed to show that J^gesjary. 
the humble day- workers, w -o ar ^ executi ^ e ]j’ ke engineers who 

2 SiiSiiiSSr =£ 
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(b) The efficiency required of workers varies with industries. For 
instance, one industry may require a high level of efficiency which 
is required only through long education and training followed by 
practical experience involving heavy expenditure. Wages here will 
naturally be higher than in an industry where no such training is 
needed. For instance, the reward of a master surgeon, who has 
taken twenty years to learn his job, is bound to be greater than that 
of an ordinary vernacular teacher who is fit to start his work after 
a year’s training only. 

(c) Presence of Non-competing Groups. Society is divided into 
a number of labour groups which are not competitive. Caste system 
creates such groups in India. As a result a child bom to a sweeper 
will most likely be a sweeper just as a blacksmith’s son will be a 
blacksmith. This is partly due to heritage and partly to environment 
in childhood. There is no doubt that inborn qualities depend on 
parentage. A labourer’s son, for instance, does not possess as much 
intelligence as a lawyer’s son. Besides, the atmosphere in the house 
develops certain faculties. In addition, the chances of receiving a 
training depend upon the resources of a family. It is because of these 

inheritance, environment and training—that workers are said 
to be born for particular lines. 

(d) As a result of the scarcity of qualities discussed above, the 
demand for and supply of labour in certain trades do not balance 
properly. Labour is well-known for its lack of mobility. -The existence 
of non-competing groups makes it more immobile. 

(B) Causes of Differences in Wages from Industry to 
Industry. 3 


Now, let us see why one industry pays labourers more or less 
tiian another. The general rate of wages in any industry depends 
on the demand for and the supply of labour in that industry. The 
iollowing factors influence the demand for labour and its suppty. 

(а) Agreeableness and Disagreeableness of a Trade. An agreeable 

or pleasant occupation will usually attract a larger supply of labour 
and, therefore, pay lower wages. An unpleasant job calls for higher 
• The ™ost detestable of all employments, the hangman’s job 
is paid more highly than any other work of equal difficulty J 4 
™? h r H m ? school is very poorly paid as his work is light 

Fvtn 6 ^ t ? erefore ’ more agreeable than many others 

Even an ordinary hawker earns more than what a teacher does ! 

(б) Difficulty and Cost of Learning a Trade. When the trade 
can be learnt easily and inexpensively”* will have a Sarve number 

Unskifkd do2 h b ? arglnal P rod ««tivity is low and so is the wave 
Unskilled dock labourers are an excellent example. Sweepers in 

India are another. Caste compels them to keep to thei r P work 

Their numbers are large and, therefore, wages low 

depends on^fed of tolls W TiTof .C*" 0 *™* ° f 
the earnings of cultivators in India ato low is that' thekT" 8 ! 
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(</) Steadiness of Employment. In seasonal trades, the wages 
have to be higher as compared to those where work is regular. This 
is the reason why young men prefer low paid jobs under Government 
to taking up an independent line where the earnings, though higher, 
are irregular. 

(e) Amount of Trust Reposed in the Labourer. Administrators 
have to be richly paid because their positions carry trust and 
responsibility. The wages of jewellers are higher than those of 
ordinary labourers for the same reason. 

(/) Chances of Success. The greater the risk of failure, the 
higher the reward in case of success. Were it not so, the supply 
would fall short. A successful lawyer earns far more than a Govern¬ 
ment official, but the number of successful lawyers is small. 


(</) Government Regulations. Sometimes authorities fix mini¬ 
mum wages in particular trades, thus reducing differences between 
these and other trades. 

I 'h) A low money wage may be helped out by extra amenities. 
Due to the presence of such amenities the difference in wages may 
only be nominal and not real. A cook in your house is paid less in 
cash than a peon in an office but he gets free food, free lodging and 
free clothes and is thus really better paid than the peon. 

(?) Supplementary Income. Where there is a possibility of 
having extra income, the regular wage may be lower. Professors 
salaries are low but they have opportunities of making extra income 
by writing books, private tuition or by making answer-books. 

8. Wages of Women. Women are usually paid less than 
men. This is due to the following reasons 

(a) Women cannot do an equal amount of physical work. 
They are physically weaker and cannot undertake strenuous labour 

carrying higher wages. . 

' (6) Their earnings usually help only to supplement the> income 
of the family, which mainly depends on man s wages. Supplementa . 

income is generally low. . . • 

(c) Women do not take up a life-long career. Thc.r mam 

objective is to marry and settle down to family life. Hence they 
do not try to improve their prospects. 

(d) Comparatively, fewer occupations are open to *ome^ 

sss zsss 

Their earnings are consequently low. they iorm 
a non-competing group. . , 

jg^rxsrst - 
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training. In addition , in India, due to prejudices, they cannot change 
over to any other profession. The number of children born to poor 
people of this category is usually large. Hence supply of such labour 
is large relatively to demand for it. For all these reasons, the supply 
of this kind of labour is such as to keep their wages low. 

9. Legal Minimum Wages. These are days of democracy. 
Everv Government has at heart the welfare of the masses. Efforts 
are, "therefore, directed to protect the weak and the poor who are 
usually at the mercy of the rich and the strong. It has been 
recognised that the ‘sweating’ of women and low class labourers 
(Harijans in India) should come to a stop. Governments have 
adopted various methods to do this. Most effective remedy is to fix 
minimum below which wages are not allowed to fall. Such a S 3 r stem 
i» prevalent in England. In India too a number of steps have been 
taken to fix minimum wages for labourers in rural areas as well as in 
some selected industries. A Minimum Wages Act was passed in 
1948. It has already been applied to a large number of industries. 

Indeed it is not out of place to mention that democracy has 
gone a step further. The ideas of ‘Minimum Wages’ arc being 
replaced by those of a ‘fair* or ‘living’ wages. The latter aim at 
assuring the worker not only a bare minimum of food, clothing and 
shelter but also an allowance for establishing the social status of the 
worker so as to offer him opportunities to train his children as 
efficient workers. 


Besides fixing minimum wages, several other measures of social 
security are being adopted to promote labour welfare. 

10. Social Security. This term has become current in mod¬ 
ern times. Towards the close of war, countries like England and 
America were discussing the amenities they proposed to supply to 
their people, e.g ., Beveridge Scheme. Social insurance had already 
been provided in leading countries. 

The term ‘Social Security’ is much wider than social insurance. 
In social aecurity are included not only social insurance but also 
social assistance. Social insurance benefits are given to those who 
contribute. But social assistance is provided out of the Funds of the 
State—in certain prescribed circumstances. There are certain risks, 
e.g., sickness, unemployment, etc., which are best covered by social 
insurance. But there are certain circumstances which are suitable 
for social assistance, e.g., hospital facilities, sanatoria, child welfare, 
school health service, etc. Hence social security stands for social' 
insurance plus social assistance. 


..... The modern States have now realised that it is their responsi¬ 
bility to provide their citizens against certain contingencies, the five 

me ?M? ed by Want, Disease, Ignorance, 

H, Rpn d Idleness. The Beveridge Scheme for Great Britain, the 

Bill of Jlf P TT q°A S ° C J al Seou J lt y for Canada and the Murray Dingell 
Bill of the U.S.A. indicate the scope of social security. 

i? dia Stll A an infant as regards social security and has taken 
only one or two tiny steps in this direction. The Employees’ State 
Insurance Act was passed in 1948. It now (1958) 
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workers, about half of the total insurable population of the factory 
workers. The Employees’ Provident Fund Act was passed in 1952. 
At present (1958) 6,215 factories employing about 28 lakh workers 
are covered. Then there is the Workmen’s Compensation Act which 
provides benefit, in the case of disablement, temporary or perma¬ 
nent, and death occurring on account of injury sustained by a worker 
while on work. 

This is verv modest indeed. It is a case of ‘’Little done and 
vast undone”. 

11. Trade Unions. A trade union is a continuous association 
of workers formed for the purpose of maintaining and improving 
their working conditions. When industry was first mechanized, it 
resulted in wretched factory conditions, low wages and exploitation 
of labourers. In sheer self-defence, the labourers formed associations 

called trade unions. 


Thev perform two sorts of functions : (t) militant, and (it) 
fraternal, mutual help or constructive activities. They can bargain 
with the employers collectively, and also improve their general 
condition Trade unions’ main weapon is to strike work. By retus- 
ingto work in a body they compel the roasters to agree to their 
terms. Hence nowadays a labourer is not helpless. His union is 
readv to fight for him. It is the employers who now feel the neces¬ 
sity of joining hands to withstand labour s unfair demands. They 
retaliate by declaring lock-outs and closing down ketones. Th ^ 
they try to compel the unions to agree to their terms. There 
regular war going on between the employers and the employees. 

Trade unions also attend to the constructive side of their work. 
Thev open schools, dispensaries and recreation centres for their 
members and try to cure them of evil habits like drinking 
"ambling! They'also provide relief to their members when u - 
employed. In these ways, the unions help the workers' j' n P 
their efficiency. Unfortunately most trade unions do little me 

than act as strike committees. 

Nowadays wise employers have awakened up to 
rlosine the growing gulf between master and • man. They p 
labour with Amenities within their means and sometimes give it a 

share in profits and management, 

12. Can Trade Union Raise Wages ? Ordinarily the wages 

of a worker do not rise above his““thte^aTtoppen^SuS circum- 
ever circumstances may arise when this may happ - 

^^L^Ta^uccced » 

tbem more than their marginal north by threatening 
Workers will succeed in this design only : 

$; t,r“ =5 -». - -- •> *“• 

Srl.p. tom b„. . mmll P»- «' “• 
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It is possible that compelled by such threats an employer may 
give up a part or the whole of his own income and temporarily pay 
the labourers more than their marginal worth. The employer ll , 
however, be induced to part with his own share only when he finds 
that a large part of his expenses will continue even if the factory 
closes down and that his loss will be greater if he closes his factory 
than if he gives higher wages. He then chooses the lesser of the two 
evils. Ultimately, however, he has to stop producing He cannot 
indefinitely go on paying a wage which is greater than marginal 
productivity. If the unions persist in demanding too high a wage, 
the factories will ultimately close and the workers will become un¬ 
employed. Continued unemployment will lower wages. 

We can then conclude that no employer will internally pay more 
than the marginal productivity of labourers. It is not good business. 

Only in isolated cases and for short periods will he bo prepared to 

surrender his share of the general revenue. Thus the trade union 
can raise wages above marginal productivity only temporarily. 


(6) Aggressive trade unions with a strong monopoly of labour 
can sometimes force wages above the marginal productivity level and 
keep them there. This results in higher costs which end in higher 
prices. Consumers buy less of the commodity, demand falls, and 
production has to be reduced. Ultimately then, the short-sightedness 
of labourers, who try to force up wages above their marginal worth, 
recoils on them. The factory is either partiall}’ or wholly closed and 
they lose their jobs. 


Hence the trade unions cannot raise wages permanently beyond 
marginal productivity. But they can at least raise them up to 
marginal worth, if they are lower. 

However, they can increase real wages by providing various 
amenities and carrying out labour welfare programmes. 




WHAT WE GATHER FROM THIS CHAPTER 


Meaning of Wages. Any type of reward, in cash, kind or both, paid by 
hour, day or month paid for any work, mental or physical, is called wages. 

Importance of Wages. Vast majority of people today work for a 
reward. Hence the economic welfare of any community depends on the amount 
of wages distributed amongst its workers. 

Types of Wages. Wages may be paid in kind or cash. They may bo 
according to time (time wages), or work (piece wageo), or fixod by contract (task 
wages). 

Classification ; 


(o) Salaries for higher staff. 
(6) Pay for oWks. 

(c) Wages for annual workers. 


(d) Fees for people of independent professions. 

(e) Commission for middlemen and brokers. 

(/) Allowance for special work 


. Real Wa g*s and Nominal Wages. Nominal wages mean the reward 
paid in money. Real wages denote the actual satisfactions or total benefits 
enjoyed by the worker. Real wages depend upon : (a) purchasing power of 
or * he P" ce level . (*) additional receipts in kind, (c) supplementary 
earmnga, (d) number of working hours, (e) regularity of employment, If) nature 
of the job, (g) future prospects, (7*) trade expenses ' 


I 
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Low Wages are Dear Wages. What is income to the worker is cost to 
the master. Real cost r an be discovered only with reference to the efficiency of 
the worker. Thus high wages mean better work and, therefore, lower cost. 

How Wages are Determined ? Many theories have been advanced. It 
is now accepted that on one side wages depend on the standard of living of 
workers. If the standard of living is improved, wages will tend to go up through 
gicuter efficiency that is its result. The standard of living thus influences wages. 

On the other side (the side of demand), marginal productivity determines 
wages. It is claimed that wages tend to equal the marginal productivity of the 
worker. This is the addition made to the total productivity by the last worker 
employed. All workers of one category are of the some efficiency, hence their 
wages are equal. Thus, wages coincide w ith the productive capacity of the 
marginal worker. 

Demand of Supply. When wo combine the two theories mentioned 
above we find the truth. Wages are determined by the two forces of demand and 
supply. On the side of demand the employer will, at the most, pay the worker 
equal to tlio value of his marginal productivity. On the supply side, the labourers 
will try hard to get a wage sufficient to maintain the customary standard of 
living. 

Between the upper limit of marginal productivity and the lower limit of 
minimum standard of living, wages at any time depend upon the bargaining 
power of labour and the strength of its organisation. 

Is There a General Rate of Wages ? Labour is peculiar in many ways. 
Hence there is no general rate cf wages, similar to a general rate of interest. \\ n 
can only find out an average rate of wages. 

Why do Wages Differ in Different Employments ? 

(a) Economic bases for differences :— 

(£) The difference may he duo to differing productivity. 

(//) The efficiency required of a worker varies with occupations and 
calls for different periods of training and expenses. 

(ii't) The existence of non-competing groups in a society results in an 
imbalance betweon demand and supply of labour. 

(iv) The chances of training depend upon the moans of a family. 

(b) Demand for labour ami its supply aro affected by : 

( I ) Aprcenhlencss or disagreeahleness of a trado. 

(it) Difficulty and cost of learning a trade. 

(tit) Implements used. 

(iv) Regularity or otherwise of a job. 

(v) The amount of trust that has to he reposed in a worker. 

(ri) Chances of success. 

(vii) Government regulations. 

(viii) The existence of other facilities. 


(nr) Supplementary income. 

Special Cases : Women Labour is usually paid less than male 
duo to lesser strength, shorter training, fewer openings, not being * P /T u Thi 
torller Ttc. deeper, are poorly paid though they do »» «”l«‘ ( 
is due to additional gifts, no cost in training, low standard of liv g. 

numbers, etc. 

t Mmimiirn Waccs Every Govomment tries to protect vor v 

from sweTe’.^aTrTntUy^n-ny of employer*. The host method to do ...» - 
to fix minimum wages of workers. 

Trade Unions and Their Functions. A trade» union i« * 

body of workers for bargaining with the employers. hot emp,overs 

weapons. These bodies hove become very powerful so £«ch ao thtrough lock- 
Imv to organise themselves into avocations. LmployeR rotaliate^ g d 

outs, i.e., by closing factories. They perform two functions : (.) mow 
(it) fraternal or mutual help functions. 
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In Tndia trade unions need to be guided towards constructive work of 
benefit to the members in place of simply creating trouble. 

wages are forced up for ® ionfc \ ^ at , OMt ensure that wages are paid 

xsir tSS&M* °f «« nis "—^ 

improving labour efficiency through labour welfare work. 

Social Security Social Security means social insurance plus social a*sis- 
Social security. ^ USA UK and Franco have adopted 


CAN YOU ANSWER THESE QUESTIONS ? 

L Give the peculiar features of labour as a factor of production. What 
effect do they have on their wages ? 

fSee Sec 2 They give rise to the exploitation of labour and the 
struggle between capital and labour. Factory conditions and housing 
etc. matter much ] 

2. What are wages ? Enumerate the different methods of wage payments. 
What are the causes of wage differences in different occupations ? 

[See Secs. 1, 2 and 7.] (P-U. 1959 Suppl.) 

3. Distinguish between 'rial' and * nominal‘ wages. Why are wage-s 

different in different industries ? (Delhi Prep. 1061) 

[See. Sec. 30] 

4 . Hwv would you compare the real wages of a domestic servant in a tow ft 
with those of servant of a village community in the countryside ? 

( I . U . J d i It p '/ / J 

[See Sec. 3. A domestic servant in the town gets free food, lodging 
and clothes and occasional tips besides nis pay, while a domestic 
servant in the village gets no pay and no free food cr clothes. Ho 
only gets a share in the yield of the crop.] 

5. Distinguish between nominal and real wages and explain the factors 

which influence the real wages of the occupation. (Rajasthan Prc-l nil'. 10C0) 

Or 


What items will you include while calculating the real wages of a (<i) school 
teacher, (b) a village Fatwari, (c) a college lecturer, (d) a domestic servant, (e) 
managing director of a big company. 

[See Sec. 3.] (J. <0 K. 195S ; P.U. 1957 ; U.P. Board 1956) 


6. Are wages under a system of barter necessarily real wages ? If not, why ? 

[A'o/ necessarily, because real wages also depend on othor things like 
supplementary sources of income, working hours, etc.] [See Sec. 3.] 

7. IK/io* is meant b, cost of labour ? Explain the idea that "Low wages are 

dear wages." [See Sec. 5.] 

8. Discuss the following theories of wages \— 

(o) Subsistence Theory or Iron Law of Wages ; (Punjab 1946 ) 

(b) Wages Fund Theory ; 

(r) Residual Claimant Theory ; and 
(d) Productivity Theory. 

(Cal. 1924 ; Agra 1942 ; Delhi 1940 ; Patna 1945 ; Punjab 1947) 
[See Sec. 6.] 

9. Are wages settled \n the same way as the value of any common article ? 

[See Secs. 2 and 0.] 


How far is it true 
general theory of value ? 


Or 

to say that the theory of wages is an application of the 

(C U. 1931 ; Agra 1939 ; Pun. 1935) 
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[See Sec. 6. There is a resemblance on the demand side but a 
difference on the supply side because labour has no cost of produc¬ 
tion that can be calculated.] 

10. How are wages determined ? [See Sec. 6. (eij.J 

(Utkal Inter Arts 195S Supp.) 

11. (lou- does the efficiency of labour affect wages ? 

(Efficiency affects wages directly. The employer pays a worker 
according to his productivity. See Sec. 0.] 

12. Examine the relation between the standard of living and the rate of wages. 

(Ajmer 1052 ; U.P. Board 1952) 

[Standard of living influences wages from the supply sido. See 
See. G. In the long run wages must ensure the standard of living of 
the workers. On standard of living depends efficiency and on efficiency 
depends wages. Hence standard of living affects wages indirectly. 
But standard of living depends on wages directly.J 
13 Why do wages differ in different employments ? 

[See Sec. 7.] ‘ ' ( Cal. 1930 ; C.U.B. Com. 1941) 

U Why do wages differ in (») the same occupation and (ii) in different occu¬ 
pations'! [See Sec. 7.] ^ (Sardar Vallabhbltai Vidyapceth 1959) 

10. Why is the Principal of your college paid a 

10 “Wages are usually higher in lotons than in villages and in industry 
than in agriculture:' Comment fully upon the statement. [See .ec m5) 

,r. Explain the causes of tk t differences inthc earrnngsj 
/prepaying — <£» to men in modern 

UOrk ' n. What do you mean by Legal Minimum Wage, 1 

Untf, ‘ TwZ is a trade union , an d briefly explain its 

c I,-. Bombay I0o4 ; I U. UoJ) 

[bee Sec. I l.J 

20 ' ’"union,. Strikes ana tock-oats. Standard^/Ucmg. 

$ ZTwsZVeTli and 12. (.»•) See See. C pert 2 Of, 

ScG SCC. 8.1 . • i »i it 

■u. Can trade union, force uages above the ^in^tho/Jabour^ iLt ,) 
how far? [See Sec. 12.] 

Or 

How can the trade unions raise the let *g°^°y a ip lbub f ia i Vidyapeeth 1959) 
22 . Write short notes on (a) Trade Union,. (6, Mobility oj Lohour.^and^ 
Social Security t ^ ^ ^ ]2 . (6) Sec Cl, IX ; (e) See See. 10.) 


20 . 


21 . 

how far ? 



CHAPTER XXII 


FACTOR PRICING : INTEREST 


“Money Breeds Money 


. 1 Meaning of Interest. What is it that- catches your eye 
when you enter a big factory ? It is the machine and not the man 
behind it. Huge and powerful, it must have cost a very large 
amount of money. And there are many of these machines in a factory . 
We cannot expect one man alone to buy them out 
pocket. Hence capital has to be borrowed for the purposes of lar e- 
scale production. The payment made to its owner for the use of capital 
is called 'interest'. In old times, this factor was not so important. 

The two primary factors, man and nature, were much more important. 
Nowadays capital has come into prominence and the part player! 
by it in production is growing in importance with the passing of years. 
This has given rise to a number of problems. 

2. Interest in the Past. Interest was condemned for ages 
as immoral. Aristotle was probably the first to raise his voice against 
it. He said, “Money is barren and can have no legitimate child. 
Moses prohibited Jews from charging interest among themselves. 
Christianity in its early days ran it down. Throughout the Middle 
Aaes the Church attacked it and forbade Christians from charging 
interest. The Jew who lent money to the Christian was looked down 
upon. Shakespeare’s Shylock and Scott’s Isaac 1 are typical examples 
of villains. They are hated because they charged high rates of 
interest. Islam, too, carried on campaign against interest. In India 
also the Sahukar is looked down upon. 


In those early 7 stages of the development of society, this cry 7 
against interest was justifiable because loans borrowed were for 
consumption. The borrower was in difficulties. The man in need, 
the poor widow, the hungry 7 orphan and the starving person had to 
borrow just to live. Such loans were barren and interest on them 
could not be justified on moral grounds. To charge interest in such 
cases meant that man was exploiting man, and was trading in human 
misery. Hence, ‘usury’ laws were passed in those times to defend 
the debtor against the greed of the money-lender. 

3. Interest To-day. Justification of Interest. Times have 
changed. The modern borrower is not a helpless victim of the 
moneylender. He is powerful. He has ideas. He borrows peoples’ 
savings to put those ideas into effect. His efforts result in further 
production of goods. In the process he makes large profits from 
borrowed funds. Hence he feels no difficulty in paying interest. It 


1- Shylock is a character in Shakespeare’s Merchant of Venice, Issac in 
Scott’s Ivanhoe. The students may read the first in Lamb’s Tales and the latter- 
in any well-known edition of Sir William Scott’s novels. 
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is obvious that there is nothing immoral in the owner sharing prodts 
gained with the help of his money and charging a price for its 
service. 


Even nowadays, in poor countries, like India, the humble 
peasant needs mone* 7 «n the occasion of a marriage or a death in the 
family. For this he L ' •» resort to the village mahajan who, how¬ 
ever, exploits his need and charges heavy interest. The mahajan 
takes advantage, of the borrower’s illiteracv and robs him further by 
keeping false accounts. To protect such needy borrowers against 
the Sahukar. the State has passed in India and elsewhere laws which 
not only keep down the rates of interest but also compel the Sahvkar 
to keep proper accounts. Co-operative credit societies have also been 
started to encourage habits of thrift amongst farmers as well as to 
underbid the village Shylock. 


It may be mentioned that such laws are good. But if they 
discourage savings they will stand in the way of investment in pro¬ 
ductive enterprise. 

(b) The Socialist view of Interest. Nowadays, too, there are 
people who object to interest though on different grounds. It has 
been recognised that loans in the past were borrowed for consumption 
while today they are borrowed mostly for productive purposes. 
The ground for criticism has, therefore, shifted. In modern times 
it is Socialists who attack interest. They claim that the capitalist 
is a mere idler, who often inherits property and lives idly on it. He 
is not useful to society and he has not earned the right they assert 
to receive interest for capital. Capital is the result of the work of 
labour and has been filched from it. Interest is thus robbery 

Socialists, therefore, advocate the abolition of all prnate I ’ r0 J 

and want to change the present economic structure of society. Ihu. 
they stand for abolition of interest. 

It may be pointed out in conclusion that the present attack 
on capital is by people who do not reason clearly. Capital' » 
for the modern roundabout process of production. “ j 

to satisfy the needs of the huge population of thfc " or ' n , 
Socialists may l.ave a quarrel with capitahsm but they h J & 
to stand on when they condemn capital as such. Capital ^ 

bad but capital is not only good and useful, it is also essent . 
objection is really to interest going into private pockets. 

(C) Regulation of Inter,*. We have already learnt ««***Jg 

interest on productive loans is nowhere .-Cs for the protection of 
modern countries have, however, m. • and India— every¬ 
th© poor borrower, hranee, England, the U.S. imum ra tes 

where we come across laws against usurious loan-. - - } 

"/laid down, while eo-operative credit too is also used to keep 

rates of the village money-lender down. 

4. Gross and Net Interest. I"//pays to his 

between gro-s interest and net interest. Wha manp . y 

creditor periodically for th e use of capital is ealled mtere ^ the 

speech. But the whole of this payment is not the tru P t<j ca „ 
use of capital. It contains other elements too. It 
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this payment ‘gross interest’. Of this, ‘net interest’is not a part. 
Gross interest consists of the following items 

(1) Insurance Against Risk. When money is lent, there is some 
risk of its not being returned. The borrower may prove a cheat or 
he may not be in a position to pay back. The risk may thus be a 
persona) risk or business risk. The lender, therefore, expects a 
reward in 'proportion to the degree of risk involved. This is one of the 
reasons why the money-lender in Indian villages charges high rates 
of interest from the peasant. For the same reason the lender asks 
for security. It may be jewellery, house, or land. Modern banks 
too usually demand a security. A part of this payment is insurance 
against risk. 

(2) Reward for Management. The money-lender has to keep a 
record of all repayments and charges. He has also to remind his 
debtors by post and through personal visits. He deserves some 
payment for this kind of work. This is whole-time job and ho must 
receive remuneration for this. 


(3) Payment for Inconvenience. Many times the lender charges 
a higher rate of interest if he is not sure of the interest and principal 
being repaid in time. To pursue evasive clients for payment is 
awfully troublesome. A part of gross interest paid is to compensate 
the lender for this inconvenience. The inconvenience lies in this 
that the lender may not get back the money when he needs it or he 
gets it at a time when he cannot invest it safely. In the first case, 
he may have to borrow himself and, in the second case, he may lose 
interest. In both cases he must compensate himself by charging 
over and above pure or net interest. 


(4) Net Interest. After all the above items have been deducted 
from gross interest ; what is left is the payment pure and simple for 

J. 1 . . r • a » rr\i ... 1 ^ 1 1 


INTEREST 


REWARD FOR //V CONVENIENCE 


[REWARD FOR KEEP/NG ACCOUm 


REWARD FOR R/SR 


's'/. 



INTEREST 

'V/ 


the use of capital. This is net or 
pure interest. The money invested 
in ‘gilt-edged securities’ like Govern¬ 
ment loans or treasury bonds 
runs very little risk of being lost. 

Hence the interest paid on such 
investments does not include much 
of the other elements. It is the 
nearest to net interest. 

Ihis distinction between gross 
and net interest is very helpful. 

When we find widely different 
rates of interest being charged in 
various places and from different 
persons we know that the differen¬ 
ces are in gross interest only. Net_, 

oanittf- w ds •? + be , the f me provided there is perfect mobility of 
irSir are deducted. The above” ciiagran, 

forward ZSSSS? In ? er l s , t * different theories have been put 

g g interest. These two theories can bo grouped 
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under two headings : (?) There are theories which complain why 
interest is paid ; and (it) How is the rate of interest determined. 
Let us take these one by one. 

(?) Why interest is paid. To explain the why of it, one 
theory put forward is the Productivity Theory, which says interest is 
paid on capital because capital is productive The borrower can <*et 
additional income from borrowed capital and can easily afford to pay 
interest. But if capital were free, no interest will be paid in spite of 
. its productivity. Hence it is scarcity rather than productivity 
which explains interest. This also explains interest paid for 
consumption purposes. 

Another theory is Abstinence or Waiting Theory. The sender 
of capital has to be compensated for abstinence or for not imme¬ 
diately using his own capital. He has to do the waiting. But some 
people will wait and save even if there is no interest. 

Then there is The Austrian or Agio Theory according to which 
interest is paid to equate the future satisfaction to the present 
satisfaction, for it is said one bird in land is better than two in 
the bush. 

Fisher’s Time Preference Theory says interest is the price for 
time preference. This time preference depends on the size of a man’s 
income, the distribution of income over time, the degree of certainty 
regarding its enjoyment in the future and the temperament and 
character of the individual. For example people with larger incomes 
will be able to satisfy their present wants more fully and will there¬ 
fore discount future at a lower rate. Thus the rates of individual 
time preference, after having been determined in this way, tend to 
become equal to the rate of interest. 

Keynes Liquidity Preference Theory also explains why interest 
is paid, this theory also explains how rate of interest is determined. 

( H ) How is rate of interest determined ? Among the theories 
under this category we may mention (a) Classical or Real Theory 
which explains interest by productivity from the demand side and 
thrift from the supply side, (b) Loanable Funds Theory or A eo-classical 
Theory which explains interest as determined by demand for and 
supply of loanable funds, (c) Keynes’ Liquidity Preference Theory. 

• There is partial truth in each of the theories advanced. But it 
is onlv when we combine the different aspects emphasized by various 
thinkers in different times that we get a complete picture. We learn 
that interest stands on two legs. It is paid by the borrowers (entre¬ 
preneurs) because borrowed capital is productive. It is claimed b} 
the lenders (capitalists) because they have to sacrifice present 
liquidity or present use of funds for the future. For these reasons 
interest is charged and paid. Capital, like other factors, has a demand 
side as well as a supply side. We study below some important 

theories. 

6. Classical Theory—Marginal Productivity Theory. 

Interest is the price paid for the use of capital. Like the value 
of other things, the price of capital is fixed by its demand and 
supply. 
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Demand for capital comes mostly from business. There are, of 
course, some people who borrow for purposes of consumption, litiga¬ 
tion or religious or social ceremonies. But the most of the capital 
is demanded today by entrepreneurs who use it for productive pur¬ 
poses. The}’' will in no case pay for its services at a rate higher than 
its productivity at the margin. Productivity goes on diminishing as 
more and more capital is emplo} r ed in an industry. The borrower 
compares the prevailing rate of interest with the marginal produc¬ 
tivity of capital, i.e., the amount added to total wealth produced by 
the use of the last instalment of capital. He stops where he feels the 
productivity to be equal to the interest paid. He will not pay more 
than the worth of capital to him at the margin. When the rate 
falls, it becomes worth while to use capital in occupations of lower 
productivity. Thus demand for it expands. All this is true of 
borrowers as a whole too. On the side of demand , therefore, 
interest tends to equal the marginal productivity of capital. 

Supply of capital depends on the will and the power to save. 
Some saving there is bound to be even if the rate of interest is zero 
or negative. But this supply will be very small. Much depends 
upon the rate of interest which induces saving and tempts hidden 
funds to come out. The rate ultimately tends to be that which 
would recompense the marginal saver. He is the one who is 
least willing to save but is just tempted to do so by the prevailing 
rate of interest—but whose saving is needed to complete the demand. 
It is seen that when the rates of interest are high, more capital is 
saved ; just as more is saved in a country where there are greater 
banking facilities and where peace and plenty prevail. 

Conclusion. Under conditions of full competition, the rate of 
interest tends to settle at a point where marginal produc¬ 
tivity and inducement for the marginal saver, both measur- 
ed in terms of money, are equal. The forces of demand and 
supply interact. If demand is strong, interest rate will rise, and 

vice versa Equilibrium will be established where demand and 
supply balance. 


Classical theory is also called Real theory of interest because 
it is based on real forces on demand and supply side, ».e., produc¬ 
tivity on the side of demand and thrift on the side of supply. 
It seeks to balance the productivity of capital goods on the one hand 

canitaHvv'^t °k sup p|^ of capital goods on the other. Interest on 
capital has to be paid in order partly to induce people to postpone 

ness Um Th 10n ^ J t0 i ? duce them to risk thei?r savings in busi- 

must be th^Tnd C ° nsUm P t,on . th *y ^ postpone, the greater 

interest " lnterest offered - The actual rate of 

^updTv s del ^lTf /• mvestme ?t (demand side) and saving 

sss z x-s'tss, rss- 

those who wish to invest or hoard or dhsaTe™ Supply ^ep^ndf °on 
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savings, liquidity preference, dishoarding, bank credit, etc. The 
rate of interest is determined b\’ the equilibrium between total 
funds demanded and total funds offered in the capital market at any 
given moment. 

8. Liquidity Preference Theory. According to this theory, 
the rate of interest is a payment for parting with liquidity. Liquidity 
refers to the convenience of holding cash. Everyone in this world 
likes to have some money with him for a number of purposes. This 
constitutes his demand for money to hold. The sum-total of all in¬ 
dividual demands forms the demand for money for the economy. On 
the other hand, we have got a supply of money consisting of coins 
plus bank notes plus bank deposits. The demand and supply of 
money, in themselves, determine the rate of interest. 

Money may be demanded to satisfy a number of motives. These 
are :— 

(i) Income Motive. We get income only periodically. We must 
keep some money with us till we receive income next. Otherwise 
how can we carry on transactions ? 

(n) Business Motive. It takes some time before the business¬ 
man can sell his product in the market. But he must pay wages to 
the workers, cost of raw material, etc., now. He must keep some 


cash for the purpose. 

(Hi) Precautionary Motive. Everyone lays by something for a 
rainy day. Some money must be kept to meet unforeseen situations 

and for emergencies. 

<iv) Speculative Motive. Future is uncertain. Rate of interest 
in the market continues changing. No one can guess what turn the 
change will take. But everybody hopes, and with confidence that 
his guess is likely to be correct. It may or may not be sa Some 
money, therefore, is kept to speculate on these probable changes to 

earn profit. , f 

Money demanded for all these motives constitutes demand 

S3Mi2tfX rS“.u 

UrgerTe supply of money, lower the rate of infest. and smaller 
the supply of money, higher the rate of interest. . 

We "see, thus, that according to liquid it}'preference >e ^ 
interest is purely a monetary phenomenon. Products) 3 P 

has very little though indirect say. 

9 Effect of Economic Progress on Interest. s - 

advances normally, there arise greater because 

treater. Thus the rate of interest tends to decline. 

On the other side there are no doubt efpLding. 

of profitable investment of capital. Dunan -L , Q f cap ital 


FACTOR PRICING I INTEREST 


27 3 


The development of productive capacity leaves a bigger surplus 
for use as capital even though consumption increases. People in 
general have an increased capacity to save due to higher incomes. 

Lastly, there are always people who will save without any 
regard to the rate of interest because they earn more than is neces¬ 
sary to satisfy their immediate needs. This number increases with 
peace and security, though their savings are too small to satisfy the 
need for capital. Hence, on the whole, effect of economic progress 
on interest is to lower it. 

10. Will Interest Fall to Zero ? The factors mentioned in 
the above section tend to bring down the rate of interest. There is 
no danger, however, of its ever becoming actual zero because at no 
time can the surplus become so large that marginal productivity will 
drop to zero. Long before that happens, people would prefer to buy 
consumption goods which would diminish the supply of capital and 
increase its demand. Further, there will always remain a gap bo- 
tween the present and the future. Present satisfaction will always 
exceed future satisfaction and this excess of satisfaction in the pro- 
sent results in interest. 


That the rate of interest cannot fall to zero is easily explained 
by the liquidity preference theory ol interest. What satisfies a man 
better than actual cash in his pocket ? The alternative of holding 
cash is lending, buying a government security, buying a house, and 
so on. These alternatives are not as attractive as the money itself. 
We always have some preference for cash because of its immediate 
and readv convenience. How can, then, the rate of interest fall to 
zero ? 


WHAT WE GATHER FROM THIS CHAPTER 

Meaning of Interest. Interest is the share of capital, the third impor¬ 
tant factor in national dividend. It is payment for the uso of capital. 

Interest in the Past was paid almost always by th-'se who wero forced 
to borrow for consumption. That is the reason for its froquont condomnution. 

Interest Today. 

{a) Justification. Most of tho borrowings today aro for productive 
purposes, and are used as capital. Producers gain from tho uso 
of capital, so it is not unreasonable if thoy pay for its us.*. 

(l>) Socialist View. Socialists condemn capitalists as drones and re¬ 
commend abolition of interest. But to condemn capitalists is not. 

> to condemn capital. 

(c) Regulation of Interest. In many agricultural countries, maximum 
rates of interest aro laid down by law. 

Gross and Net Interest. Gross interest includes— 

(i) Insurance against the risk taken, *.r # , an element of profit. 

(ii) Wages for the labour of management and record-keeping. 

(Hi) Payment for inconvenience. 

(tv) Pure or net interest for the use of capital. 

Different rates of interest are due to the differences in items other than 
net interest which tends to be tho same in all investments. 

Why is Interest Paid ? Interest is claimed because present satisfaction 
or liquidity has to be given up for some time in tho future. It is also paid because 
capital is helpful in production. 

Rate of Interest. Modern theory. Rate of interest is determined bv 
demand and supply. Those who borrow are prepared to pay to tho marginal 
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productivity of capital. On the supply side, the rate has to be such as to recom¬ 
pense the marginal investor. The actual rate is settled at a point where marginal 
productivity and inducement necessary to tempt the marginal saver, measured 
in terms of money, are equal. 

Liquidity Preference Theory. According to this theory, rate of interest 
is a payment of parting with the convenience of holding cash. Give the liquidity 
preference, moro the supply of money, lower the rate of interest, and loss the 
supply of money, higher the rate of interest. On the other hand, given the 
supply of money, higher the liquidity preference, higher the rate of interest and 
lower the liquidity, preference, lower the rate of interest 

Effect of Economic Progress on Interest. Interest tends to decline 
with economic advancement. Demand for capital keeps on increasing but so do 
the facilitit-s and willingness to save. The normal surplus of earning over spend¬ 
ing expands so that sullicient supply of capital may be forthcoming. But although 
the rate of interest tends to fall, there is no danger of its falling to zero because 
suving would begin to decline before that. Besides, the difference between 
present and future must remain. 


<5 


CAN YOU ANSWER THESE QUESTIONS ? 

J. Define interest. Do you think its payment is justified, ? Why has it 
been often condemned ? [See Secs. 1, 2 and 3.] 

2. Explain the nature and necessity of interest. How is the rate of interest 
determined ? Is it advisable and, if so, practicable, to control the rate of ' nt " e * 1 

by legislation ? * K ’ 

3. Distinguish between Gross Interest and Net Interest and point out the 
obstacles in the way of regulation of interest by legislation. 

(C.U. 1927 ; Agra 1941 ; All. 1931 ; Dacca 1942 ; V.P. Inboard 1949; 

I See Sec. 4.] A . . ’ . 

[The main obstacles in the way of regulation of interest by legis¬ 
lation arise from the illiteracy, ignorance and extreme' of *»« 

borrower which lead to deliberate evasion by mutual consent of the 

borrower and the lender.] . . 

4. Distinguish between grass Merest and net interest. Bxplaen how the 

[See Secs. 4 and 5.] , 

6 . Why does the rate of interest differ from person to person ( 

place in your country '. diatance between the debtor and the 
creditor 6 ." ponod of loin's. (Hit the state of the borrower. (..) 

7 ^MfZZJ thattheOovemmcnt of India 

is able to borrow at a lower rate of interest (Ajmer 1935) 

[See Secs. 4 and 5.] Qfe - lhe rates charged 

8. Distinguish between gross and nel ™' e ?* 1 ' . charged by banks ? 
by the village money-lenders in India htg er ( Rajasthan Pre-Univ. I960) 

If you had P.,. 100 ,o lend, who, interest iroughtyt would yon accept 

from :— 

(a) A village farmer. 

(b) An industrialist in a town. 

(c) A co-operative bank. 

(d) Post-office. 

(e) An artisan in the village. 

(f ) A physician with a good income. 

Can you explain why ? interest some amount for 

[The lender charges atongwiihp account kceping . That 

risk, for inconvenience in realization » 


FACTOR PRICING ! INTEREST 


275 


is why tho village farmer has to pay tho highest rate as interest, the 
town industrialist less, tho co-oporativo bank still less and tho post- 
office the least of all.] 

10. Discuss :— 

“Interest is the reward of saving." (P.U. 1041) 

“Interest is the price of time." {P.U. 1042) 

“Interest is the price of abstinence." [See Sec. 0.] 

11. How is the rate of interest determined ? “Interest is determined by the 

demand for and supply of capital." Explain. 

(C.U. 1046 , 40 ; C.U.B. Com. 1940 ; Agra 1038 ; All. 1038 ; U.P. Inter 

[See Sec. 6.] Board 1940, 51) 

12. What is interest ? How is the rate of interest determined ? 

[Seo Secs. 1 and 6.] (Qauhati 1958) 

13. State (giving reasons) how the rate of interest in the rural areas of your 
Slate will, other things being the same, be affected by the following :— 

(t) A successive failure of crop. 

(ii) An imposition of restrictions on the granting of loans. 

(Hi) Improvement in agriculture. 

[(a) It will rise due to the greater demand for loans and uncertainty. 

(it) It will rise due to the risk of being caught. 

(Hi) It will fall due to greater saving.] 

14. Interest is determined by marginal productivity of capital, its marginal 

.utility or 4ts supply price. Give your own views. (P.U. 1046 Suppl.) 

[By tho marginal productivity and supply price together. Mar¬ 
ginal utility does not have any great effect because of tho small 
amount of borrowing for consumption. Also Seo Section 6.] 

15. How does the rate of interest affect saving ? Would people stop saving 

if the rate of interest were reduced to zero ? [So© Secs. 7 and 8.] (P.U. 1935) 

[Ordinarily higher the rate of interest tho larger is the saving, 
and vice versa. In certain exceptional cases, however, saving may 
be reduced if interest rises, for instance, in the case of a man who 
wants a fixed income from his saving. Some people will save oven if 
the rate of interest is reduced to zero, einoe saving is not made 
simply for the sake of earning interest. It is often made for making 
provision for the family in the future.] 

16. What part do waiting and time preference play in the determination of 

rate of interest ? (Sardar Vallabhbhai Vidyapceth 1959) 

17. What will be the effect of economic progress on interest ? Will the rate 

.of interest fall to zero ? [See Secs. 9 and 10.] (P.U. 1931) 

18. Fill in the blanks by using one of the words in brackets .— 

Giving tho liquidity preference, the largor the supply of money, 
. higher I lower tho rate of interest. 
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FACTOR PRICING : PROFITS 


“The Race for Riches '’ 

1. Definition of Profits. You are all familiar with the term 
‘profits’. It is quite a commonplace word, but different people use 
it in different senses. In Economics, however, the term has a precise 
meaning. Profits may be defined as the net income of a 
business ofter all the other costs—rent, wages and interest 
have been deducted from the total income. Profits are, there¬ 
fore, uncertain and vary from person to person. They may become 
zero, when costs are equal to income and if the costs are higher, 
profits mat’ actually be converted into loss. 

Pure profit is the reward of entrepreneurial functions. It is 
what an entrepreneur gets purely as an entrepreneur. What lie gets 
as a landlord, manager or capitalist is deducted from the total 
profits. Pure profit is an amount u-Hch accrues to the entrepreneur for 

assuming the risk inseparable from, business. It is , a , t u„ 
assuming t he final responsibility , a responsibility which cannot be 

shifted to anybody else. 

A practical example will show you how profits are calculated 
Let us suppose that Mr. S. Chand starts a bookshop, with a capital 
of R s 25 000. We further assume that the premises >e on S 
him and his nephew works for him without receiving any wages 
The following balance sheet shows income, expenses an pro 

the business for one year :— 


1 . 


o 

O 


Total sales 
Cost of Goods sold 

Gross Profit 
Expenses : 

(а) Rent (implicit)' 

Wages of salesman (implicit) 1 

(б) Interest on owner’s capital 
at 5% (implicit) 1 

(c) Interest on bank loans 

Total 

Depreciation for soiled goods 
Insurance charges 

Total 


Rs. 

1,00.000 

75,000 

25,000 


2,400 

2,400 

5,000 

1,200 


11.000 

2.000 

1,000 

3.000 


nil to b<* allowed for. • 
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4. S. Chand’s wages of superinten¬ 
dence (implicit) 5,000^ 

Total deductions 19,000 

5. Net or pure profit 6,000^ 

This account shows the nature of profits. The meaning of gross 
profits too is clear. There are factors for which S. Chand does not 
pay. They belong to him, but ordinarily they could not have been 
obtained without payment. Therefore, these payments, though 
implicit, must be deducted to find out the net pure profit of the 

business. 


True Profit is thus a Residual Element. Profit is arrived 
at after the other three agents of production have received their 
share out of the national income. It may become zero or even 
negative temporarily. But in the long run it must be positive, for 
otherwise the entrepreneur will give up his independent activity and 
take to service for wages. 

2. Gross Profits. We are now in a position to analyse gross 
profits. They are the difl'erence between total sale proceeds and 
total expenses over a year and include the following besides net 
profit :— 

(a) Rent of the employer's land or premises. Had similar pre¬ 
mises been taken on rent, the amount would have been added to 
costs. An equal figure should be deducted from gross profit. 


(6) Interest on entrepreneur's capital. The interest on borrowed 
capital is usually deducted before profits are worked out. Hence the 
interest which the owner’s own capital would have earned elsewhere, 
should be taken out before we can determine net profit. 

(c) Wages of management. The entrepreneur may be himself 
providing the service of management. If he had been employed 
elsewhere he would have earned some wages. An equal amount has, 
therefore, to be deducted before net profits can be discovered. 


( d) Maintenance charges. It is but reasonable that capital 
should be maintained intact. Worn-out prices should be replaced at 
the proper time. To do this is necessary to maintain a depreciation 
fund. All expenses for this purpose should be deducted out of gross 
profits. If this is not done profits will appear to be large for a few 
years but one day the business will fail. 


(e) Net Profits. If we deduct from gross profits the above 
items, we shall get pure or net profits. The entrepreneur is entitled 
to the following different kinds of payment which form a part of his 
net profits : 


(t) Reward for risk-taking. Every business faces some risk of 
loss. But the risk of loss from market fluctuations has to be borne 
by the entrepreneur himself and he will shoulder it only when he 
has hopes of being paid for it. 

(it) Reward due to a monopolistic position. A particular entre¬ 
preneur may earn extra income due to his control in the market over 
most of the supply of the commodity he produces. 
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(in) Reward for better bargaining. If a businessman is skilful 
in making bargains he earns more. 

(iv) Windfalls. A sudden change in market conditions may 
bring in a large gain just by chance. For instance, manufacturers 
of arms and ammunitions may earn much, if war breaks out. 

3. Theories of Profits. Several theories have been put for¬ 
ward by way of explanation of profits. We shall notice them only 
very briefly in this elementary" study. 


Rent Theory of Profits. First there is the Rent Theory 
of Profits propounded by Prof. F.A. Walker of America. 
According to this theory ■profits are of the nature of rent. Prof. Walker 
thinks that just as rent is duo to difference in the fertility 
and situation of land, similarly profits are the result of difference in 
ability" and place in life of entrepreneurs. Profits are measured 
upward from the marginal employer who earns no profits exactly as 
rent is measured upward from the no-rent land on the margin. Also, 
just as rent does not enter into price, profits do not form of price. 
This is Prof. Walker's theory of rent. This theory is not wholly 
accepted. There can be no-rent land but there cannot be any 
no-profit employer. If he does not get profit in the long run he will 
join the ranks of salaried employees. Besides, rent does not form 
part of price but profits do. Nevertheless, profits do contain an 
element of rent because of differences in ability of the entrepreneurs. 


But they arc not entirely of the nature of rent. 

Dynamic Theory . This theory is associated with the name 
of J.B. Clark who is of the opinion that there can be no profit 
in the static world where size and composition of the population, 
the number and variety of human tastes and desire, techniques of 
production, technical knowledge, commercial organisation, etc., remain 
constant. In a world like this, everything is known and is knowable 
and can be foreseen. There is no risk and no profit. Costs and selling 
price are always equal and there can bo no profit beyond wages 
for the routine work of supervision. But our real world is not 
static; it is dynamic. Changes are constantly taking place. The 
entrepreneur who can foresee changes, can make profit. Thus, accorci- 
to Clark, profits arise simply because the world is dynamic. 

Reuard for Risk-bearing. According to Prof. F.B. Hawly, it is 
not change but risk, which is the cause of profits The entrepreneur 
will not risk their capital unless profit is expected. Risk arises(from 
the marketability of the product. Profits are a reward for risk-tak¬ 


ing or risk-bearing. 

Reward for Uncertainty-bearing. This theory has been p 
forward bv Prof. Knight, He says profit is earned by bearing .nicer- 

tTintv and not risk. Certain risks arc calculable and can be put 

the costs and other risks are insurable and will b . e bor !° \. hi f ts 

insurance companies. But genuine business r,sk ®^ ,S ‘ llg n ^predictable 
in demand or other causes cannot be foreseen. These unp 
risks a“e described as uncertainties, and it is for bearing these under- 
tainties that the entrepreneur is rewarded with protits. 

Thus a number of theories have been advanced to explain profit^ 

When we consider them we see that each of them errs in . g 
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much emphasis on one aspect and ignoring others. Really profit is 
an income composed of a variety of items. An entrepreneur is to be 
paid for the many functions he performs. He is the brain behind 
production. As such he plans, decides, selects, bargains takes risks 
and faces uncertainty. Profits contain elements paid for each ol 
these functions and they are so intermixed that it is difficult to split 
them up. They are the residue left after all kinds of expenses have 

been'met. 

It should be remembered that the people who possess these 
qualities are scarce. Had such persons been unlimited in number, 
profits would have fallen to no more than daily wages. Capable 
entrepreneurs are scarce, because natural gifts are rare and because 
suitable facilities are not available to train them up. Owing to this 
scarcity entrepreneurs’ earnings are high. 

A theory of profits will be satisfactory only when we take into 
account all these circumstances. 

In conclusion we may say that the two important sources of 
profits are : (i) Uncertainty as to the result of entrepreneur’s deci¬ 
sions ; and (tt) position of advantage which some firms enjoy in 
the market. Uncertainty is due to the fact that we are living in a 
changing, dynamic business world. In a static and competitive 
economy, there is no uncertainty and hence no-profit. Dynamic 
conditions arise from the innovations made by the entrepreneurs 
themselves and external changes, t'.e., not due to his initiative such 
as due to trade cycles. Profits arise not only from uncertainty and 
dynamic conditions but also in some cases from static conditions 
when a firm happens to enjoy some peculiar advantage with respect to 
demand or cost or from monopoly or from windfalls or some beneficial 
accidental occurrences. Thus profit is a very complex phenomenon. 

4. Why Profits Vary. The main reason of inequality in 

profits is the differences in ability of entrepreneurs. Ability is mainly 

God-given. Some persons can make better bargains, others are 

better organisers, still others are better judges of men, and so 

forth. It is this reason which mainly causes differences in profits. 

There are a few other reasons too. For instance, one person may 

have enough capital to finance a business, another may not. Again, 

one entrepreneur may have at his disposal secrets which are°not 

available to his rivals. He would then bo in a position to earn larger 

profits. It may be mentioned in the end that profits tend to decline 

due to competition but never become zero as otherwise all enterprise 
would end. 


, c 5 ; Socialist View of Profits. Profits have been condemned 
by bocialists. They say that all wealth produced in the country is 
Uie result of the efforts of workers and as such it belongs to labour 
lhe entrepreneur and capitalist serve no useful purpose, they assert. 
Hence profits and interest mean exploitation and robbery of labour. 
Marx, therefore, stood for abolishing them wholly. 

Exploitation of workers is bad. But it does not mean that 
the entrepreneur does no useful work and deserves no reward. On 

rJ c i.c COn l ra ? y ’ he P er ^ orms very important functions. He shoulders 
risks which no one else will shoulder and which cannot be insured 


2S0 


INTRODUCTORY ECONOMICS 


against. These risks include the possibility of loss from changing 
demand, from changing customs and habits, discovery of substitutes, 
foreign competition, and from political and industrial troubles. If 
the entrepreneur is not going to be paid for these risks, he would 
prefer to work for wages. Profits stimulate industry and progress. 
To condemn them would be to condemn boldness, wisdom and 
organizing ability. This would be stopping all economic progress. 

Yet no other feature of capitalistic society has been so severely 
criticised as profits. The loeses incurred by the entrepreneurs are 
forgotten while his occasional large profits prick the eye. 

A more correct line of criticism would be that profits create 
inequalities and bring power to one class of people. Besides, the 
owner is not the only risk-bearer. The wage-earner has to face, 
equal if not the greater, risks from the uncertainties of business. He, 
therefore, naturally claims a share in the running of the business. 
In a socialist enterprise, these inequalities and problems are absent. 
But other difficulties of a different kind present themselves and call 
for solution in a socialist system too. Profits cannot be abolished, 
but there is a good case for limitation of dividends. 


WHAT WE GATHER FROM THIS CHAPTER 

Definition of Profits. Wide divergence of opinion is found concerning 
profits. A layman says that ‘profits’ are the excess of receipts over expenses. 
This amount, as a matter of fact, should bo called ‘gross profits . 

Gross Profits include 

(1) Rent of employer's own land. 

(2) Interest on the capital invested by himself. 

(3) Wages for his labour of management. 

(4) Depreciation of machinery and other fixed assets. 

• (5) Pure or net profits of the share proper of the organizer Tins share 
coes to him for his risk-taking, for Ins monopolistic position, for 
his better bargaining ability and for windfalls. Ho earns this for 
taking tho final responsibility of the business. 

R#«nt Prof. Walker of America considers profits to 

payment for planning, risk-taking, organizing, etc. Also, profits 

of the natural scarcity of capable entrepreneurs. 

..U mr v of the produce of labour. While admitting t orcan izor has 

h ° u “ 

pioneer of progress. 

CAN YOU ANSWER THESE QUESTIONS ? 

*—%£& ar* ‘"“i® 

Distinguish between gross and net Secondary 1962) 

' 3. ■ State and explain the constituent elements oj gross profits^ 
the services fior which profits are a reward. 


a 
ox 
an 


net profits 
o 

k 

mined 0 
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4. Why does the rate oj profits vary from industry to 
lime to lime within an industry ? 

rit is duo to differences in the items of gross profits being 
included. One producer might have used Ins land or capital and 
tho other none. Then, the degree of risk varies and also liabilities. 

See See. 4.] 

5. Is profit necessary ? Distinguish between gross and net profit. 

■* J [Ajmer Inter I960) 

0. Are profits of the nature of Rent ? 

(See Sec. 3.] 

7. Differentiate between gross and net profits. Are profits justifiable ? 

M (Bombay 1951) 

8 Define * profit'. Explain how profit is determined in a joint stock 
company. , {Oauhali 1957 ) 

9. What are constituent elements of Gross profits ? Do profits form a port 

of the normal expenses of production of a commodity ? (P.U. 1956) 

10. Write notes on (t) Gross profits, (it) Producer's surplus. (Hi) 
Uninsurablc risks . 

[(i) See secs. 1 and 2. (u) Tho surplus above cost of production 
earned by the super-marginal producer. 

(m) Risks of changing fashions and trends of markot which havo to 
be borne by tho organizer.] 

11. Critically examine the Socialistic view of profits as a share in distri¬ 
bution. [See Sec. 5.] (C.U. 1922) 

12. Distinguish between profits and interest. Analyse the former. 

(C.U. 1939, Agra 1942, All. 1910, Dacca 1933, Delhi 1940, Nag. 1942) 
[See See. 2.] 

13. “Profits are the reward for enterprise." Explain briefly. 

[See Secs. 1 and 3.] (P.U. Inter Board 1949) 

14. Explain the nature of business profits and point out whether such 

profits form a part of the cost of production. [See Secs. 2 and 3.] (Delhi 1953) 

15. Do profits form a part of costs of production ? (Delhi 1955) 

id. State the various theories of profit. Which of these do you accept and 

why ? 

17. Show the relation between profits and wages. (Delhi H.S. 1961) 


CHAPTER XXIV 


MONEY 

'The rod that measures' 


1. Ages ago. In ancient times, man’s wants were but few. 
He led a simple life and mainly lived on hunting and fishing and 
satisfied all his wants himself. As time passed, his needs increased 
and his self-sufficiency disappeared. He began to exchange some of 
the things he produced for those which his neighbours possessed. 
Such direct exchanges, without the use of money, are called 
BARTER. It means buying goods with goods. To-day barter is 
carried on in civilised communities. Rarely do we come across 
exchanges of this type. ^Little children in a school might occasionally 
‘swap’ a pencil for an old pen, or a farmer’s wife in some remote 
village might secure some salt or a match-box from the local bania 
in return for grain. In the heart of dark Africa or in Australia, the 
Bushmen still use barter methods to satisfy their few simple needs. 
But as a normal form of exchange, barter was given up long ago by 
the civilised world. 


To-day. To-day we cannot think of life without money. It is 
not imaginable. Our needs are far too many and far too complex to 
be satisfied through a direct exchange of goods. How shall we pay 
for the many small things, like cakes of soap, vegetables, fruits, 
pens and paper, which we need every hour of our life ? ( In what 
form to pay for a bus ride or our college fees ? With pots of butter ? 
With a bundle of hay ? With a leg of mutton ? It would be most 
inconvenient, nay impossible. If you allow your imagination to run 
free, you will think of many funny situations which will make you 
laugh till your sides ache. “A strange world”, you will exclaim, 
“where there are no coins and no notes.” Lucky for you, those times 
are gone and that world is no more ! 


2. Inconveniences of Barter. Thus we see barter was 

very inconvenient. If we had to satisfy all our needs by this method 
to dav life would become a big trial. Barter prevailed m old times 
!;rfeitSo"“dition.. It is .till occasionaUy used when tho^lar 

r ^Lcitmadeitsappcarancoon the border between 

India and Pakistan as regular trade broke down over differe . 
t}ll , fixation of the price of the Pakistan rupee in terms of the Indian 

rupee * Normally, however, all over the civilised world today, e 

human action is closely linked with money, 
coins notes and cheques is indispensable for the existenc 
modern economic order and for the conduct of our o«|inorj1 ^ 

of life. A change to a barter economy would, therefore, in 
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in too many inconveniences. We briefly mention some of them 
below :— 

(1) Barter calls for a double coincidence of wants. When goods 
have to be directly" exchanged for goods, it is essential that both 
parties should stand in need of each other’s possessions. A shoe¬ 
maker may need a hat, but what if the hat-maker does not want any 
shoe ? In that case, a lot of time and energy may have to be spent 
in finding out a person who not only has a hat hut is also prepared 
to part with it for a pair of shoes. No exchange can take place 
unless one party precisely wants what the other can spare and can 
spare what the other wants. The greater the number of transactions 
of such type needed by a community the greater the difficulties to bo 
faced in discovering the double coincidence of wants. 

(2) There is the difficulty of sub-division. Barter needs the units 
of sale and purchase to be adjusted. After the rate of exchange 
between the two bargaining parties is settled, there is another 
difficulty to be got over. Suppose ‘X’ has a cow and wants some 
salt. Obviously he cannot split his cow without losing its value. If, 
therefore, he is prepared to accept salt for his cow, the quantity will 
be greater than he can use immediately. ‘X’ will then have to find 
a person who needs salt and who has some other goods which ‘X’ can 
profitably use. The search for such a person involves a great deal of 

' pother and inconvenience. 

(3) Barter lacks a common measure of value, ^et us suppose 
that a person has been found who has in possession what ‘X’ needs 
and is also prepared to part with it. There is still another difficulty 
calling for a solution. At what rate should the two commodities 
exchange ? Much time and energy will be lost in striking a bargain 
specially over goods which do not possess a common accepted stan¬ 
dard, and even then both the bargaining parties will remain dissatis¬ 
fied at the end. In money economy, everything is exchanged for 
money. Monej' thus becomes a common measure of value and an 
idea of relative value of things comes to bo formed. This helps in 
the establishment of a rate of exchange. In the barter economy, 
everything exchanges for everything else every time. There is no 
common medium of exchange or measure of valuo. Hence it is 
difficult to establish a rate of exchange. 

(4) Barter does not provide a good ‘store of value*. Goods cannot 
be stored for a long time. They lose in value. Some of them wholly 
perish after some time. Think what would happen if each of you 
brought a little pig. a fowl, a calf or a goat to pay your college fees. 
The poor professor will have to carry a whole zooVf them. It would 
be a job to feed the birds and beasts and look after them, and, if a 

plague came, the whole stock would be lost in no time. Such things 
cannot be stored as money can be. r 

., j* Emergence of Money. As barter was an inconvenient 
method of exchange, people were compelled to select some commodity 
which was most commonly accepted in that area as a medium of ex¬ 
change Thus a large variety of goods came to be used as money, wheat, 
corn, tobacco skins, beads, cowrUe shells, gold dust, etc. Even live 
animals served as a medium of exchange at different times in different 
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parts of the world according as any one of them was generally accepted 
in exchange for other things. In Jiving memory of some of us, cowries 
were frequently used in the villages in India to make small purchases. 
Money has now taken their place. Even to-day, however, each 
nation has its own monetary system and the money of one is usually 
not acceptable outside its borders. In fact, it is this reason which 
makes international trade different from internal trade. 


Gradually, the most attractive metals gold and silver, were 
adopted as money almost everywhere. Rulers in all lands found 
making coins a profitable business and took it into their own hands. 
Later, coins were replaced or supplemented by paper notes for 
reasons of economy and convenience. Still later, cheques, drafts and 
promissory notes came to be used in addition to notes. Now, bank 
deposits which are only entries in the bank ledgers serve as the most 
important type of money. Thus different stages in the develop¬ 
ment of money are: commodity money, metallic money, paper currency 
and finally bank money. 


We are now in a position to define ‘Money’ precisely. It 
is anything which is generally accepted in exchange for other 
things and which can discharge all obligations, past and 
present. For money general acceptability is essential. Thus 
currency notes are money but note cheques. Cheques are no 
accepted by all. They are accepted only from known per¬ 
sons in India. In England, however, even cheques are re¬ 
garded as money since they are generally acceptable. 

4 Qualities of Good Money. We have seen that gradual¬ 
ly all the various inferior media of exchange were given up in favour 
of gold and diver. These two metals possessed all the Virtues which 
good money Should possess to servo successfully as standard money. 
These virtues may be briefly summed up as follows . 

{ a) In the first place, standard money must possess the quality 

of (jeneral acceptability. Precious metals have jV' J d 0 f 

fo/their own sake. Ornaments, plate and ^ “ ' ™ d ia as 

them. People invested tl.e.r sayings in 8^ Jn mod crn 

they could be more easily conccalcd m t'mes of dan ^ confldcnce 

is 'essen tia 1 that mon£ shouldbe gen^ranyTceptable to one and all. 
Gold and silver have this great virtue. 

(b) In the second place, our money ^ ^nall bulk. 

easy ^ability. Gold and s. ver have /*rye jn 

TViit is a very important consideration. Just thinK f j 

in India and elsewhere to a great extent. without 

(c) Thirdly, durability is another essential value’. 

which the money medium would no serv c existence 

Gold, silver and other metals possess this virtue. Age 
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do not affect them much. Coins, a thousand years old, are still in 
existence and not much the worse for wear. 

(i d) Another desirable quality in a good money material is 
uniformity. If we had to test every coin for its quality and weight, 
it would be very troublesome. Wheat or cotton would be very bad 
money for this reason. Different prices of money are so uniform that 
there is not the least hesitation in accepting any one of them. Gold 
and silver are ideal in this respect. # 

(e) The usefulness of monej- material is greatly increased by 
divisibility. Gold and silver are easily divisible into coins of any 
desired size and weight. You will be surprised to know that they 
can be beaten so thin that 20,000 coins of either of them placed one 
on the other would be only an inch high ! 

(/) Another desirable quality in a good money material is 
cognizability. Gold and silver can bo easily recognised. You will 
seldom confuse them with other metals. It is easy to recognise a 
good coin and distinguish it from a bad one. 

(r/) Besides, gold and silver are malleable. They can be easily 
beaten into any shape and given any impression. A government 
stamp can be put on them to help their circulation as coins. Dia¬ 
monds obviously do not possess this quality. 

(/*) All things change in value. Even gold and silver do so, 
but they possess a comparatively greater stability of value. This is a 
very useful qualit}' in the money-medium we use. The annual out¬ 
put of gold and silver is only a fraction of the total stock in existence. 
Hence their prices do not fluctuate much. 

Now it will be clear why gold and silver have driven out of use 
all the other commodities used as media of exchange. As the quan¬ 
tity ol money needed in the world to-day is very large, thero is not 
enough gold to go round. Hence gold coins are not current any- 
whero any more. Mostly there are silver coins (or even coins of 
some inferior metals) helped by paper money as in India. Just as 
gold and silver replaced other forms of money in the past they are 
now being replaced by paper money almost everywhere. 

5. Functions of Money. Money is thus not any particular 
article but anything which performs certain functions. And what 
are these functions, then, which money is required to perform ? The 
old verse answers very aptly when it says : 

“Money is a matter of functions four. 

A medium, a measure, a standard and a store.” 

It thus performs four important tasks. Let us discuss these in 
a little detail : 

(1) Money seri'es as a medium of exchange and saves us from 

the bother of exchanging goods direct^, for goods. It thus eases a 

difficult situation and saves us from the inconvenience of double 
commdence of wants which makes barter so troublesome. Let us 
illustrate; the point with the help of an example. Suppose I have an 
exercise book which I want to exchange for butter but the man with 
butter wants bread and not a book. Therefore it is not possible to 
exchange my book for butter. In a money economy, things not 
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wanted by us are sold for money and wanted goods are purchased 
with that money. In this way consumers and producers are both 
helped and the result, is maximum utility. This function of money 
is possible only because money is acceptable to everybody. 

(2) Money acts as a measure of value. Money measures value 
exactly as a vard-stick measures cloth or minutes measure time. 
Rupees measure the value of goods for us in India as the pounds do 
in England and the dollars in y.S.A. Money serves as the standard 
of value to which all other things are compared. Even gold and 
silver, in fact, all kinds of wealth, are measured in standard money. 
Accounts can be kept in it and values of different goods can be com¬ 
pared with its help. The best measure would be one which does 
not vary. For instance, a yard is always 36 inches in length and it 
never varies. Unfortunately, the value of money does vary to some 
.extent. But we have not been able to discover a better measure as 
an alternative in spite of all our efforts. 


(3) Money serves as an excellent store of value. We have seen 
that wheat, cotton, cattle and other commodities were used as money 
in old times, but had to be given up because they grew worse with 
keeping. This is one reason why precious metals came to drive them 
out as "money. Gold and silver are durable and do not rot with the 
passage of time. Money is also more stable in value. It is loaned 
out and serves as capital. But when the value of money changes 
and prices fall or rise heavily, people suffer much. Look at prices 
in India today. They are about four times more than in IJ6V. 
People with fixed incomes and middle class people are m great 
difficulties. In spite of the suffering due to changes in the value of 
money, however, no better alternative has yet been discovered. 
Luckily such heavy fluctuations are not frequent. Hence under the 
circumstances money serves as a very good store of value It is 
durable and steady. Keynes has mentioned several motives for 
holding money such as precautionary motive, income motive, ousi 
ness motive, financial motive, and speculative motive. 

(4) Money serves as a standard , for deferred payments. H ‘X 
enters into a contract to work for payment m the future, h 

on -insurance that there shall be no change m the value of th 
^Todity in which he is to be paid. A la*e number o "" 
made everyday are credit transactions. Huge payments h 

Z in the future Value of money should be stable over long 

which can replace it. 

(5) Wo can add still another function which moneyJucflnd 

ssSsSs. *33 ffWK ~£F ■- 

6. Advantages and Disadvantages ® ffi t h e barter 

advantage is that money removes all the difficulty 
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economy. It renders double coincidence of wants unnecessary. It 
provides a common measure of value. 


It is capable of sub-division. It is semetimes said that money 
is only a medium of exchange and merely saves us from the difficul¬ 
ties of barter ; that the object of production is not money but satis¬ 
faction of wants ; and that we labour to acquire money not for its 
own sake but as a means to satisfy wants. These statements are 
certainly true. But the ordinary businessman or manufacturer does 
not think of money in these terms. For instance, a cloth manu¬ 
facturer does not make cloth with the aim of social service that 
people may cover themselves, but that he may earn profits. Ho 
pays wages to his labourers, not for the reason that they may satisfy 
their wants but only because these payments are necessary for his 
profits. Money is the real object of all his activities. He 'is cons¬ 
tantly thinking of ‘money costs and money incomes, money gains 
and money losses’. ‘Making money’ is the goal, not making doth. 
The same is the objective of everybody, be he a trader, businessman, 
shopkeeper, government servant or a labourer. 


Money is thus the central point of all economic life today. 
Money and prices determine the total amount of material goods that 
a salaried man ora wage-earner can consume. The modern economic 
system with its division of labour and large-scale production would 
have been impossible without the use of money. Huge suras of 
money, borrowed and loaned, make international trade and trans¬ 
port possible and provide us with most of the goods we consume. All 
tms would be impossible in the absence of money. 

• ™° ney I s a g?™? 1 Purchasing power. It gives its possessor a 
claim on goods which ho can purchase in a form and at a time most 
oonvement to him. In this way he is able to maximise his satisfac- 
tion The producer is able to maximise his profit since money enables 
him to organise a most economical combination of the factors of 
production and helps him to buy and sell profitably. 

Money is beneficial to society in general since on a small basis 

of cash a vast superstructure of credit can be built up Optimum 

H EB — ~as is sS 

it also T a e sourc 7 e “f danger whTch^d’ makes 

many people, is carried on with the help of credit “r?® FUm of 60 
by banks. The changes in prices whtrben^ fecilltie8 P rovided 

economy. Money is ?e SD onsibli5 frequence of a money 
ful to the smootlfworkine of th/« trade . c y° les wh >ch are bo harm- 
agree with Boberteon when £ «ST° 5 ,rtem ' Wo <*en 
source of many blessings to mankind ' whick is a 

a souJ of peril and TnfusTc^\ aUo * Unhss we contr ° l < 
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7. Forms of Money. There are two main kinds of money : 
(a) metallic money or coins, and (b) paper money. Money is also 
classified as (1) Standard money and token money, (2) Represen¬ 
tative money, (3) Money of Account, and (4) Credit Money. 

Standard Money is-that form of money in terms of which all 
other forms of money in the country are measured. It is unlimited 
legal tender and is subject to free coinage, i.e., anybody can bring his 
metal and get coins made of it. Usually its real or intrinsic value 
is equal to Its face value and it is either made of gold or silver, or 
sometimes both. Token money is made of cheaper metal; it is limited 
leaal tender ; it is not subject to free coinage ; and its face value is 
treater than its intrinsic or metallic value. The rupee is the stand¬ 
ard unit of money in India, but its face ve .ie is greater today than 

its real value. Nor is the rupee subject to tree coinage. It cannot 
therefore, be called standard money. It is a mixture of the standard 


and token money. 

All kinds of money which are not standard money but can be 
freely changed into standard money are called represent,. it.ee money 
Thus the Reserve Bank of India notes are representative money and 

so are cheques drawn by people on banks. 

The money of account is a unit in terms of which the accounts 

, a country”are kept. Usually standard money and money of 
ol a country, are Ktp j frv Thus the rupee serves 

account are one and the same in a coun y. pn^land the 

this double purpose in India, the pound sterling ,n England, 

rouble in Russia, and so on. 

The term credit money covers government notes and bank^noltes. 

They imply a promise ^ ^^aluVin th"foUof standard money 

purposes are also forms; of overnraent notes as currency, but 

the ordinary pcrsonconsders g of view, , he .Reserve 

tTof'Tnd“ not' « & as all kin'ds of cheques in India are 

credit money. r ro jns made 

8. Metallic Money. Metallic Ccoinsmay be(«) standard 

of gold, silver, nickle, or copper. as already mentioned, 

coins, and (6) token coins. Tho n «■ -S « ‘and (3, 

are (1) unlimited legal intrinaic value. . 

have their face value equal tot , . coin is spoken of 

The proportion of pure metal to ' 9 made of 

as “so iiiuch fine.” The Indian rupee wm at on^ tu ^ ^ 

silver, weighed ISO grains and “ fi and in 1917 mcko 

rupees (quaternary coins) * ere issue , 0 are slightly raised 

wear C In hlditiou thccilgoismalc-d to- 

mint - Thcro are m 

at Bombay and Calcutta in India. tQ have ,hcir gold or 

.„,„^r.rsr ....- * •••* •' 
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free coinage. This system existed in India before 1893 and in England 
before 1914. Naturally some cost is incurred in making coins. Some¬ 
times the government charges no more than the actual expense of 
converting metal into coins. This charge is called ‘ mintage or 4 brass¬ 
age'. If the government charge is higher than the cost it is termed 
‘seigniorage ’. And if no charge is made and coins are minted gratis , 
the coinage is 4 gratuitous ’ in addition to being ‘free’. 

It should be clearly understood that free coinage does not 
mean necessarily free of charge. It only means that a citizen is free 
to bring his metal and get coins made irrespective of the fact whether 
a charge is made or not. The charge may be made directly in cash 
or indirectly by mixing some alloy with the pure metal brought for 
being minted. A free coinage is an ideal system as it gives confi¬ 
dence to the users and keeps the total money circulating in the 
country within limits. Coinage is not free in India any more, 
although it was so before 1893. Free coinage has been almost uni¬ 
versally abandoned. 


Token Coins. A coin has value because it is made of valuable 
metal. It is full-bodied if its face value is equal to the metal con¬ 
tained in it. Sometimes, however, a coin has value only because the 
government has stamped it. When the value given to a coin by 
government is in excess of its contents, it is called a 4 token coin . 
There cannot be free coinage in the case of token coins. They have 
a, higher face value than the metal they contain. They are also 
limited legal tender. 

Our silver rupee was such a token coin till 1942. Then the 
price of silver rose so high that the intrinsic value of the rupee grew 
greater than its face value and it ^became what is called an ‘over¬ 
valued coin’. Hence it became profitable for people to melt down 
rupees and sell the silver contained in them. The old rupees wholly 
disappeared from circulation and the Government had to issue new 
rupees (and half rupees) of lesser fineness to enable ordinary business 
to be carried on. All coins circulating in India are token coins in¬ 
cluding the rupee, as well as old and new subsidiary coins like the 
one-anna, four-anna, eight-anna pieces and naye paise coins. 

In short, token coins are (1) limited legal tender, (2) not sub- 
ject to free coinage, and (3) have face value greater than their 
metallic or intrinsic value. But what is legal tender ? 

V I | "T . ^'® nt ^ er * It * s money that can be paid to clear one’s 

debts It is usually backed by government sanction. No one can 
lawfully refuse to accept any amount of this money. The rupee and 

ThevcanVe 1 “ff egal , tender or unlimited legal tender in India. 

They can be offered to an unlimited extent in the discharge of debts 

subsidiary coins can usually be offered only .up to a limited 
extent and are therefore, called ‘limited legal tender'. Standard 
money enjoys the privilege of being ‘unlimited legal tender’ Our 
rupee corns, rupee notes and eight-anna pieces are legal tenders to an 

ten'TupelsTnf Smal “* «*“ aa " *>< P-> * T{ 

token m U o r nev Pe LiL fc ^ US 2 m j xture of the standard money and the 
token money. Like standard money it is unlimited legal tender and 
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like the token money its face value is greater than its intrinsic value. 
The device of making token coins limited legel tender is clearly useful, 
for otherwise the best way of making a man go mad would be to 
repay him a loan of, say, a lakh of rupees in the form of naye paise. 

We might make here a distinction between currency and 
money. By the ‘ currency ’ of a country is meant all those coins and 
notes whioh are legally recognised as money. On the other hand, 
anything that is generally acceptable as a medium of exchange or as 
a means of settling debts is money. To be money a thing must be 
generally acceptable ; to be currency it must also be recognised by 
law. Thus those cheques in India which pass freely from hand to 
hand but are not recognised by law are money though they are not 
the currency of the country. Rupee coins and notes and subsidiary 


coins form the Indian currency. 

10 Paper Money. In modern times, metallic money is sup¬ 
plemented, or replaced, by paper money. The use of paper money has 
many advantages. It economizes the use of precious me a s. 
convenient to carry and easy to store. Its value can be ep s y 
by properly controlling its issue. It is of great fiscal.advan age to 
the government. A government can tide over a period of difficulty 
by the issue of paper money. Hence it has largely rep , 

In early times, when notes were introduced they "ere backed 

by an exactly equal amount in gold or sllv ®v co j n8 when 

issuing authority. Such notes could “ coins They were called 
needed and did nothing more than represent S'J e s 0 Greenback.) 
representative paper money. Amer.can gold certihrate l more 

were of this type. This practice was very expensive 


current now. . Only pro- 

Paper money is not wholly backed y P deal * of the paper 

portional reserves are mamtained « d g ^ of the issuing 
money rests on peoples confidence Ba nk of the country, 

authority, be it the Governmen o . ^ depending on trust or 

Such a currency is called fiduciary •* lation in India at the 

confidence). The total value of notes in Thi8 amount was 

end of March 1959 was Rs. 1,701 crores y d by securities 

backed by nearly Thus currency .. 

of the Government of India, England anu 

of a fiduciary issue. inconvertible. If the u»u- 

Paper money can be convertible or stan dard money «.n 

imr authority promises to conve But sometimes after an 

demand it ifcnUed ‘convertible war, the authority 

over-issue of paper money in an eme G y , it breaks its prom'se 

?eels unable to convert its notes nto coins. thereby makes ‘he 

of converting not,. into ““^cy by order). When the 

monev ‘inconvertible or . . is a tendency to over- r i g J]t3 

link with metal is broken, or shoot up which 

money. Its value then incom es. . .. , 

in suffering for til,-people w. h 6=1 standar d money of the 

Indian notes are convertible into But lt should be 
country—rupees-as and «k® ^ ; India ar e themsolves on y 

clearly noted that the rupee coins in 
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coins. The Indian rupee has been called a note printed on silver. 
One-rupee notes are convertible into rupee coins—they arc treated as 
rupees. The}' are issued by the Government while other notes are 
issued by the Reserve Bank. 

11. Over-issue of Paper Currency. The greatest draw¬ 
back in paper currency is the case with which it can bo issued. 
There is always a danger of its over-issue when the Government is in 
financial difficulties. The temptation is too great to be resisted. 
Once this course is adopted, however, it gathers momentum and 
leads to further note-printing, and this goes on till the paper currency 
loses all value. This happened in various countries in recent 
times : in Russia (1917), in Germany (1919), in China (1944), and so 
on. 


An over-issue of notes, in other words ‘inflation’, brings many 
evils in its train. Some of them are : 

(1) Prices rise heavily. As a result, people with fixed incomes 
and labourers suffer greatly. The whole public feel the pinch. 

(2) The indirect result of the rise in prices is a fall in exports 
and a rise in imports. This leads to export of gold from the country 
whicli is not a desirable thing. The balance of payments becomes 
unfavourable. 


(3) The rise in prices also leads to a fall in the external value 
of the home currency. The rate of exchange falls. The more ^home 
money will have to be paid to buy units of foreign currencies. “ 

Gresham’s Law. This law is attributed to Sir Thomas 
Gresham, Queen Elizabeth’s financial adviser, although it has been 
put forward before his time also. This law says that where good 
money and bad money circulate together as legal tender , bad money tends 
to drive out the good money. ‘Bad money’ denotes (») old, worn out 
and bad coins against full-weight new ones ; (it) depreciated paper 
money against metallic money ; and (Hi) cheaper metal coins out of 
the two, if currency consists of coins of two metals. It is human 
nature that a man should try to pay for his purchases in lightor coins 
and keep back the better ones. Don’t you part with a dirty note 
and keep the new one when making payments ? Thus the good 
money that a man keeps back goes out of circulation. 

The ‘good’ money disappears from circulation in three ways : 

(a) It is melted and used as metal which commands greater 
value in the market. b 


(6) It is hoarded because heavier coins serve as a 
ot value. 


better store 


Fer ex .P° rtefl ^cause foreigner accepts coins as metal, 

bor this purpose heavier the com the better it is. 

mnr,«-5 ;C - Cep,l07 u ii T, r law> ’ ,10wever > does not operate: (t) if the bad 
money is so bad that people refuse to accept it, or (ii) if the total 

quan ity of good and bad money in circulation is barely sufficien 

■^*•“5® satis: sas 
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‘Standard’ refers to the metal (or otherwise) in terms of which the value 
of a currency is fixed. There are many forms which a standard may 
take. It may be monometallism (t.e., single metal standard) and 
take the form of a gold standard or silver standard or it may be 
bimetallisn (t.e., double standard using two metals). The following 
are the main types :— 


Silver Standard. China and Mexico used silver. Their mone¬ 
tary unit was in the form of the silver dollar, which was freely coined 
and was full legal tender. There was also a free market in silver in 
these countries. Hence we can say that they were on the silver 
standard. India too was on the silver standard up to 1893. The 
rupee was freely’ coined and its weight was 180 grains 11/12 fine. 
Anyone could get his silver coined into rupees at the mint or melt 
his rupees to obtain silver if he needed it. 

S^T^Gold standard has different varieties of which the following 
may be noted : Gold Currency Standard. A country is said to be 
on a gold currency standard when (a) it has full-bodied gold coins in 
circulation. (6) it maintains free coinage, (c) it does not restrict the 
inflow or outflow of gold, and (d) it converts notes into gold coins 
whenever called upon to do so. Until World War I broke out, the 
U.K. and the U.S.A. and many other countries were on such a gold 
standard. 


The monetary unit of each of these countries bore a fixed 
relation to gold and, therefore, to each other. This ‘gold link’ bene¬ 
fited international trade a good deal. England, followed by many 
other countries, ‘went off the gold standard’ when she disconnected 
her currency from gold during World War I. 

Gold Bullion Standard. If, instead of gold coins circulating in 
the country, the arrangement is that the actual money can be con¬ 
verted into gold bullion (and not gold coins) at a fixed rate , we call it 
a gold bullion standard. England had this standard from 19-o o 
1931. Gold did not circulate in the form of coin But the Bank of 
England was prepared to buy any amount of gold at the_ rate o 
£3-17-9 per oz. £11/12 fine or sell it at £3-17-10* but the minimum 
limit was 400 ozs. of gold. There were no restrictions on free exports 

or imports of gold into the country. 

The Gold Bullion Standard was adopted in India too in 192 <. 
In 1931 due to the Great Depression. England was unable to maun 

gold standard without its disadvantages. Really ho^ 
no gold standard because the minimum limi . They 

too 8 high to be of any practical use to the ordinary people. They 

had actually to be content with paper cu . rre ^.o^ away 
and selling rates of gold were so fixed as to turn the people } 

from the currency authority and to the bullion market. 
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Gold Exchange Standard. When gold does not circulate in a 
country but the currency can be changed into gold for foreign 
payments, it is a gold exchange standard. The Indian rupee was 
convertible into the pound sterling and the latter was convertible into 
gold but the rupee was not directly convertible into gold. To main¬ 
tain this standard it was necessary to keep two reserves. One in 
India in silver and the other in England in gold. Gold in England 
was converted into rupees in India, and vice versa. The system 
broke down during the 1914-18 War due to the great rise in the price 
of silver and consequent increase in demand for rupees. After the 
war the system was tried again in 1922 but again it broke down and 
was given up for good. 

Sterling Exchange Standard. From 1931 to September 1947, 
the Indian rupee was linked to sterling which had no relation to gold. 
We could pay our debts to other countries only through sterling 
which we could buy at the fixed rate of Is. Gd. to a rupee. 

Gold Parity Standard. After the establishment of the Inter¬ 
national Monetary Fund, on March 1, 1947, of which India became 
a member, the Indian Monetary System may be called the Fund 
System or the Gold Parity Standard. The value of the rupee has 
been now fixed at 0T8G621 grammes of gold. The Reserve Bank is 
under an obligation to maintain the rate of exchange in terms of 
gold. The rate of the rupee to pound is still the same but the rupee 
has no ‘sterling link’ now. We can now directly deal in other 
currencies. 

14. Bimetallism. So far we have been discussing currency 
standards based on a single metal, gold or silver. But we can use 
both and have bimetallism. Bimetallism involves the circulation in 
a country of both gold and silver at a fixed ratio, both being 
unlimited legal tender, and both subject to free coinage. People can 
discharge their obligation in terms of either of the two metals as the 
ratio between them is mentioned by the currency authority. Franco 
was under a bimetallic standard from 1803 for about three quarters 
of a century when she was compelled to give it up due to the market 
value of gold falling relatively to that of silver and the consequent 
operation of Gresham’s Law. Efforts were made to reintroduce 
bimetallism in the last quarter of the 19th century but without 
success. Now there are few advocates of bimetallism. Bimetallism 
cannot function unless it is adopted by most of the nations. Actually, 
owmg to the operation of Gresham’s Law, there is either gold or 
suver in circulation but seldom both. Monometallism is now the 

rule. Monometallism means the circulation of coins of one metal 
only, gold or silver. 


15. A Sound Currency System. We are now in a position 

to offer remarks as to which currency system, out of those discussed 

-AKm.'t'f th ° b w', ? Ue may easi,y say - “Pying Alexander Pope : 
About forms let fools contest. That which is administered best, is 

the best. There is no doubt that almost every system has been in 

operatmn in one country or the other at different times and with 

cSu^rST- A g °° d SySUm ’ h ° Wever > has usual ‘y the following 
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1. It must be simple so that people can easily understand it. 

The turrency has to be used by all the people. If it is complicated, 
the people will not understand it and will not be able to work it well! 

2. It must help to keep prices reasonably stable , thus toning 
down extreme fluctuations in the purchasing power of the currency. 
Rapid price changes are harmful to trade, industry and the peoDle 
at large. 

3. It must also maintain the external value of the currency of 
the country. If the ratio of the rupee with the foreign currencies is 
maintained on a steady level, India’s foreign trade would flourish. 
Economists have come to hold now that the stability of internal 
prices is to be preferred to the stability of foreign exchange ratio. 

4. It must be a cheap system. The gold standard is a very 
costly system. That is the reason why it had to be given up. A 
paper currency system supported by a type of standard money and 
money of account, in which the people of the country have full 
confidence, is an ideal system. 

5. The system should be automatically elastic so that the 
currency should expand when needed and contract when the need is 
over. Only an elastic currency can best answer the needs of trade 
and industry. When trade expands, the currency must expand, 
and vice versa. 

6. Finally , the currency system must inspire confidence. If the 
people have no faith in it, they will not accept it. The Indian 
currency system as a whole has the confidence of the people of India. 
It is economical and reasonably steady internally and internationally. 
It is also elastic. We can then safely assert that it is a good 


monetary system. . 

16. Indian Currency System. The Indian money largely 
consists of paper currency. Currency notes are issued by the Reserve 
Bank of India. They are of the value of Rs. 10,000, Rs. 5,000 ; 
Rs. 1,000, Rs. 100, Rs. 10, Rs. 5, and Rs. 2 (one rupee note is issued 
by the Government of India). Besides these, there are rupee coins, 
The rupee coin is a token coin made mostly of nickel whose real 
value is not more than 3 annas. The 8-anna piece is ha o P » 
made of nickel like it, and also unlimited legal tender i ^ i 

Besides these, there are subsidiary coins, 4-anna piece, anna and 

pice. They are limited legal tender. 

On April 1, 1957, the Decimal System of 'coinage was introduced 

in India. The rupee now is divided into 100 tfaye at ( 9 ftn( j 

of the denominations of 50 nP., 25 nP., 10 n ., •» - India 

1 nP. have been put into circulation. The Reserve B °k oUnd, 

maintains against the notes in circulation, go . foreign 

securities of the Government of India and of some other foreign 

Governments. A change was made in October oi ,. ^ w hich 

tional reserve system to a fixed minimum reserve accor ^ llg 200 re <, 
the paper currency reserve was drastically cut down to Rs. 200 crores 

including Rs. 115 crores worth of gold. , _ 

Since the partition of India, the Indian 
linked with pound sterling. It is now directly linked wit g 
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currencies through the International Monetary Fund and the ratio 
can be changed as and when needed with the approval of the Fund. 1 

WHAT WE GATHER FROM THIS CHAPTER 

In old times, poods were exchanged for goods. This was barter . Nowadays 
money has become indispensable. 

Inconveniences of Barter : 

(i) Thero has to bo double coincidence of wants. 

(ii) Thero is no means of measuring value for lack of a common 
measure. 

(tit) Units of eulo and purchase cannot be adjusted to each other for 
lack of sub-division. 

( iv) There is no s:ore of value either. 

Therefore, some article of universal demand was selected in every society 
to servo as money. Gradually gold and silver came to bo adopted-everywhere 
as money. It is “a commodity chosen by.common consent to serve a*$ a means 
of exchange and for full discharge of obligations.’ —( Silverman ). It is tho work, 
not the form of money which matters. 

Characteristics of Good Money Material. In order to serve well as 
money the following qualities are needed :— 

(а) Genral acceptability. 

(б) Portability. 

(c) Durability. 

(d) Divisibility. 

(e) Homogeneity. 

(/) Malleability. 

(<7) Cognizability. 

(/t) Stability of value. 

Functions of Money. Money has four functions 

(a) General medium of oxchnnge, 

(b) a measure of value, 

(c) a store of value, and 

(d) a standard of deferred payments. 

Advantages of Money : 

(t) It removes all inconveniences of barter. 

(it) Pivot of all economic life. 

(*»’»') Determines our command over goods. 

(iv) Makes large-soale production possible. 

(v) Trado and transport depend on it. 

(vi) It is beneficial to tho consumer, the producer and to the eocietv in 
general. 

Disadvantages : 


(i) Ruinous speculation. 

(it) Heavy fluctuations in prices, 

(iii) Trade cycles. 


Forms of Money. Paper money. Standard money, Metallic monev » 
coins. Money of Account, Representative money. Credit money. 

millet f *K n hftS S r ° ra0 ® lloy ™ ixe . d with or pure metal. Usually coins are 
nulled to bo nroof AcrAinsf. A innintr __i ..... 


iVVZ. -.V , ine system is 'gratuitous'. The charge, if equal to 

jars ftas rz&zzr ° r ,6r<Msa5t '- if tb ° c,iar8e * — 

Currency. *** fUrtl '° r d6Uils *“ our Introductory Economics. Part II, Chapter on 
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Standard Coin. 1t is unlimited legal tender, subject to free coinage anil 
has its face value to metallic or intrinsic value. 

Token Coins. When the face value of a coin is more than its real worth, 
it is called a ‘ token coin' ; it is limited legal tender and is not subject to free 
coinage. 

Legal Tender. Money backed by law is legal tender, as our rupee is. 
Smaller coins like nave poise can be legally offered only \ip to a limited extent 
and are •limited’ (as against unlimited) legal tender Currency means media 
recognized by law ; while money means all media generally accepted by the 
people. 

Paper money is convenient, cheap and elastic. In the beginning, paper 
notes represented an equal amount of metal kept in reserve. But now a large 
amount is issued in excess of reserve. This is called ‘Fiduciary’ issue. As long 
as the Government guarantees the conversion of papor notes into coins, paper 
money is ‘convertible'. If and when the Government withdraws this guarantee 
paper money becomes ‘incovertible’. 

Overissue of Paper Currency. Tho greatest drawback of paper currency 
is the ease with which it can be issued, and in times of financial difficulties it 
usually results in “inflation”, and it may mean ruin of the country’s economy. 


Gresham’s Law. If two kinds of money, good and bad, circulate to¬ 
gether, good money tends to be driven out. ‘Bad money’ means old coins 
against new ones and nickel and silver against gold. Good money is then hoard¬ 
ed, melted or exported. 


Monetary Standard means the metal (or money in terms of which the 
value of country’s money is fixed). It is a Gold Standard if money is fixe as 
equal to so much gold and gold coins are in circulation ; it is Silver Standard 
when silvor coins circulate as monetary units; Gold Bullion Standard jhcn 
money is kept equal to a fixed amount of gold metal not gold corns ; Gold Ex¬ 
change Standard when a currency is related to and can be changed mtogolcl for 
foreign payments ; Sterling Exchange Standard when it is linked to barfing. 
Gold Parity Standard indicates a link with gold as declared to the I.M.i?. 

Bimetallism. When two metals, gold and silver, circulate at a ratio 
fixed to each other. Monometallism— when only one metal circulates as standard 


money. 

A Sound Currency System. A good currency system possesses the 
following characteristics 

(1) It must be simple. (2) It must keep the prices stable (3) It nuwt 
maintain the external value of currency. (4 y It must be a cheap system. (5) 
system should bo elastic automatically. (6) It must inspire confidence. 

CAN YOU ANSWER THESE QUESTIONS ? 

inc ^LZ':t&sr - ! 

[See Secs. 2 and 3.] 

What are the inconveniences of barter in an ‘exchange economy jn 

way does money overcome these ? 

What is Barter ? What are its ci»#cu//iW ? Under what con ^^ C j g6Q) 
work ? [See Secs. 2 and 3.] (Rajasthan Inter I960 , Utica 

2. What difficulties are we likely to!1962 Suppl.) 
vanishes ? Is the use of money always beneficial . (r . 

rSee Sec. 2.] 

' Or 

IVhal difficulties would you /eel 1/ there were no money ? 

[See See. 2.] (P/fa./ Inter Art. 1958 ; Bthor 19o3 , F.O. 1913 PP 

3. Why wm barter replaced by exchan,e through ;M{) 

[See Secs. 2 and 3] 
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4. What are the qualities of a goo I money material 1 Are the following 
mil able as mat trials /or the making of mot ley ? 

(а) Ice. 

(б) A pi'ce of paper. 

(c) Radium • 

[See Sec. 4.] . , 

5. Define Money. Why did gold and si’ver become universally ^P ,rd V 

money ? [See Secs. 3 and 4.] (/ - U * 

6. Define Bank Money. How does it differ from other kitids of money 


Or 


What is meant by Bank Money ? Is a ten-rupee note bank money ? In 

what respects docs it differ from a cheque ? _ ,, . n inco\ 

1 (Vtlcal Inter Arts 19>8 ; Delhi Prep. 1992) 


[See Sec. 3. Bank money refers to cheques of bank balances. As com 
pared with other forms of money, it is more elastic and more convoni 
ent. But it has no backing of the State.] 


7. What are different kinds of money that arc used in a modern economy 1 

Discuss the importance of bank money ? (Delhi Pre. unto. 1JG1) 

8. What do you understand by money ? Briefly explain its main functions ? 

[See Secs. 3 and 5.] " (P- U. Pre. Unxv. 1962) 

9. “Money is what money does”. Discuss. 

[See Secs. 3 and 5.] (Delhi H.S. I960) 


10. Write notes on — 


( i ) OoUl Standard. 

(it) Mintage. (P-U. 1946 Suppl .; 

(Hi) Free coinage. P.U. 1941) 

[(i) 'See Sec. 13. For (ii) and (tti) Soe Soc. 8.) 

11. Define (i) Currency, (ii) Coinaqe, (iii) Seigniorage, (to) Standard 
Money, (t>) Bimetallism, (vi) Hold Exchange Standard. (P.U. 1946 Suppl.) 

[For (i), (ii), (iii) and (iv ) Seo Sec. 8, for (o) See Sec. 14 and for (vi) 

Sec. 13.] 


12. Distinguish between — 

(») Money and Currency. 

(ii) Legal tender and token money. 

(iii) Free coinage and gratuitous coinage. 

(iu) Gratuitous coinage and mintage. 

(u) Mintage and seigniorage. 

(vi) Debasement and depreciation of currency. 

(vii) Money and Wealth. 

(viii) Inconvertible and convertible money. 

(ix) Credit and Metallic money. 

[(») See Sections 8 and 9. (it) Debasement is the lowering of the 
quality of metallic coins. It may be due to long use, or inten¬ 
tional ; dishonest people try to make an incomo in this way. De- 
* preciation is the lowering of the purchasing power of money. For 

depreciation see noxt chapter, (iii) See Cli. Ill Sec. 11. (iv) 
Money may be currency money or credit money. Currency is 
that which is current legal tender—notes and coins. Seo Sec. 9. 
(u) Sec Sec. 10. (vi) See Secs. 7 and 8.] 

13. Which of the following are money in India ? 

(1) Notes of the Reserve Bank. (2) Cheques draum on State Bank of India. 
(3) Postal Cash Certificates. (4) The English Sovereign. Give reasons for your 
answer. (C.U.B. Com. 1943 ; P.U. 1939 ; J. <fc K. i953) 

( (1) ^ C9 (2) No. (3) They represent money. (4) No.] 
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14. Explain "Gresham's Law" fully. Also give its limitations. 

[Sec Sec. 12.] 

(Ajmer 1953 ; P.U. 1949 ; C.U. 1943 ; Agra 1942 ; Nagpur 1941) 

Or 

Write a brief explanatory note on Gresham's Law.- (J. & K. 1958) 

15. What are the essential characteristics of the gold standard ? Define it. 

[See Sec. 13.] ( Cal. 1928 ; Cal. B. Com. 1946 > 

16. Explain the advantages of a Gold Standard. Why has this standard 

been given up in India and England ? (Saugor 1952) 

[Advantages of a Gold Standard are :— 

(•) It makes for prestige, (ft) It inspires confidence. (Hi) It helps in 
maintaining the value of currency over long periods, (iv) It is not at the mercy 
of the currency authority. (t>) It helps in maintaining the rate of exchange, (vi) 
It helps in adjusting tho balunce of payments automatically. 

India, England and most of the countries have given up the Gold Stand¬ 
ard since it is costly and unnecessary. The world has learnt to do without a 
costly medium of exchange. Paper money is very economical and can bo 
efficiently managed. 

17. Discuss the advantages and disadvantages of paper money. In what 

respects is paper money superior to metallic money ? [Seo Secs. 10 and 11.] 

(Bihar 1956) 



What are the advantages and disadvantages of the use of paper money ? 
Discuss the danger of over-issue ? 

[See Secs. 10 and 11.] (Utkal Inter Arts 1959 Suppl. ; U.P. Board 1958) 

18. What are the dangers involved in a paper currency system 1 How 

can a Government avoid them ? (See Sec. 11.] 

19. Briefly describe, the main requisites of a sound currency system. Is 

Indian currency system also based on such principles ? [See Sec. 15.) 

20 Write a short note on the Decimal System of coinage in India. 

(Seo Sec. 16.] 
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CHAPTER XXV 


THE VALUE OF MONEY 


Measuring the Money 

. Meaning of the Term “Value of Money.” “The yard 
measures distance”, said the teacher. “But what measures the 
yard ?” was the question. “Well”, came the reply, “distance itself . 
Similarly money measures “goods”. But what measures money ? 
“Goods” is the reply. Value, as we know, is the ratio of exchange 
between two goods, and money measures that value through price. 
Money is an object of desire. Efforts are made to obtain it not for 
its own sake but for the goods it can purchase. The value of money 
then , is the quantity of goods in general that will be exchanged for one 
unit of money. The value of money is its purchasing power , i.e ., the 
quantity of goods and services it can purchase. 


What money can buy depends on the level of prices. When 
the price level rises, a unit of money can purchase less goods than 
before. Money is then said to have depreciated. Conversely, a fall 
in prices signifies that a unit of money ‘can buy more than before’. 
Money is then said to appreciate. The “general level of price” and 
the value of money are thus the same thing from two opposite 
angles. When the prices rise, the value of money falls, and vice versa. 
In other words, the value of money and the general price level are 
inversely proportionate to each other. Violent changes in the value 
of money disturb economic life and do great harms. We must, there¬ 
fore, carefully study the factors which determine the value of money. 


2. Inflation, Deflation and Reflation. Let us make our- 
selves familiar with certain terms which have come to be used in 
connection with the changes in the value of money. Suppose we 
have found by measurement that a room is twenty feet long. 
Measuring it again next day we are surprised to see that the same 
room is twenty-four feet in length. How could the room stretch 
itself by 4 feet overnight ? Was some partition knocked out or an 
extension added during the night ? Or is it that our foot measure 
has grown shorter by two inches ? Which out of these is the correct 
answer ? In the same way, if a rupee can buy 10 seers of wheat 
today but purchases only 5 seers tomorrow, we are greatly per¬ 
plexed. We feel disgusted with our foot-measure, the rupee, which 
has shrunk to half its length. We want to know what has happened. 
W T e are told “the value of money has changed.” Exactly this is what 
has happened in India. There are many times more rupee notes 
circulating in the country now than previously while the number of 
gooJs is practically the same as before—or may be a little more but 
only slightly. Hence a rupee buys less. 
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The rupee has shrunk to about one-fourth of its pre-war (1939) 
value. Many more notes—tj be precise, Rs. 1,701 crores—are (at 
the end of 1959) in circulation in the country as compared with 
Rs. 172 crores on 1st September, 1939. Thus there is currency 
uijlation in the country. It is a case of too many rupees chasing too 
few goods. That is why the prices have gone up. 

Feeling nervous at the heavy rise in prices, the Government of 
India has been trying to reduce the notes in circulation in different 
ways. Contraction in currency, which causes a steep fall in prices, 
is known as ‘deflation. * 

Suppose the pendulum swings too much the other way, and 
there is so much reduction in currency that business comes to a 
standstill. The Government will then try to expand currency with 
a view to restoring business and checking the evil result of deflation. 
Such a process would be called ‘ reflation ’. 

3. Measurement of Changes in the Value of Money. 

Changes in prices are not uniform. Some prices rise, others fall; 
while still others remain stationary. They are like bees dashing out 
of a hive higgledy-piggledy, some buzzing off this way, some that 
way ; while others keep hovering at the spot. But there may be a 
trend in a particular direction. A comparison of price changes 
would give a very confusing picture. We have to discover the ex¬ 
tent of the over-all changes in the value of money before suggesting 
a remedy. The seriousness of the disease must be known before a 

cure can be effected. 


Index Number. The device of index numbers comes to our 
aid It helps us to compress the changes in the prices of any num¬ 
ber of articles and express them as ratio for two different years. It 
enables us to discover the change in the value of money. Index 
numbers can as well be constructed to find out the change in the 
cost of living of a particular class of society. They can also serve 
to measure changes in the quantity or value of imported or exported 
goods, volume of industrial production, variation in wages, company 

floatation, etc. As a matter of fact, they arc used for mea3lirlrl f 
any quantitative change. For measuring changes in the value o 
money, we prepare index numbers. It is done as under . 

First of all , the base year has to be selected. A n °rmal ycarjs 
desirable so that the change should be clearly in ^ated y 
numbers. For instance, to measure the changing value of th P 
to-day the pre-war year, 1938-39, would be a ^ ab^ base^ycar. 
Also, in order to study the results of the Five-"i ear Pla , 
miaht be taken as the base year. - 

The second step is to draw up a list of "“'"^‘f^^.ill also 
be as big and representative a list as possible. Th „ 

depend on the purpose for which index number P r ?P - clerks 

instance, if it is^ired to 

the commodities usually consumed by them "dl » av , ,, 

Thiidly, we shall put down the prices. Wholesale P r,c * ( u 

be taken to measure the changes in the va a. of "uil prte^s 
prices to measure changes in the cost of lmn,_. 
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vary from shop to shop and there is no proper record of them, 
wholesale prices have to be taken. 

How to construct an ordinary Index Number. Put the price of 
each article in the base year equal to 100. Work out the percentage 
increase or decrease in the price of the same articles for the year 
of calculation. By adding up the figures in this column and in the 
one in which every price is put equal to 100 separately, we arrive at 
two figures. The percentage change is found out by multiplying 
the second figure by 100 and dividing the result by the first figure, j 

Let us illustrate the above method with a practical example. 
They are five columns in the table below : first for articles, the 
second for prices, the third for the base 100, the fourth for prices in 
the year under review and finall} 7 the fifth for working out the 
change in percentage. 


Articles 

Wholesale 1: 

'very price 

Prices 

Percentage 


price in is nupiyosed 

during the 

change in 


1930 {our 

to be 100 

year in 

I960 over 


base year) 


question 

(1961) 

1939 

Wheat 

... 2/S- per rad. 

100 

15/- per md. 

000 

Ghee 

... 40/- per md. 

100 

220/- per md. 

55o 

Milk 

5/- per md. 

100 

20/- per md. 

400 

Cotton Cloth 

... -/8/-per yd. 

100 

1/8/- per yd. 

300 

Shoos 

... 6/-per pair 

100 

15/- per pair 

250 

Paper 

... -/2/- per quire 

100 

-/8/- per quiro 

400 

Cinema 

... -/8/- per show 

100 

-/S/- per show 

250 

Fuel 

... -/8/-per md. 

100 

1/4/- per md. 

300 


Total 

800 


3050 

Percentage 

3050x100 OD1 
avefage m =381. 

This means 

that the 


index number shows a rise of prices from 100 to 3S1 or 281% dur¬ 
ing the period under review. 


The Economic Adviser to the Government of India maintains 
a price index for wholesale prices of commodities divided into 5 
groups—Food Articles, Industrial Raw Materials, Manufactured 
goods, Semi-manufactured goods and Miscellaneous articles. These 
give us quite a correct idea of changes in prices in India. 

4. Uses and Limitations of the Index Numbers. Index 
numbers are very useful for comparing changes in the living condi¬ 
tions of people in different years as well as changes in the purchasing 
powers of different currencies in certain years. For example, we 
can compare the fall in the value of the Indian rupee with the’fall 
in the value of the pound or the dollar during the last war Index- 
numbers thus helps us to frame our economic policies. They also 
provide us with a basis for a fair discharge of debts. Sliding scales 
in wages and land rents are also based on price index numbers. 
Suffering resulting from variations in the value of money can be 
lessened to some extent. As already mentioned, the index numbers 
are nowadays used for measuring all sorts of economic changes, 
e.g., variations in wages, profits, company floatation, agricultural 
production, industrial production and what not. 
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Mtln J , nu “ ber ®’ h ° wever . suffer from certain limitations. They 
cannot be considered absolutely correct. They are just approxi- 

mat ions. Comparisons are impossible on account of difference in 

the data on which they are based. The same index cannot show 

eLects of price changes on all sections of the people, because they 

can measure changes in sectional price levels only. One set of 

weights may yield different results from another. Comparison 

between different places and different periods is rendered difficult. 


5. Effect of Changes in the Value of Money. Money 
cannot do its work efficiently if it changes in value every now and 
then. How risky would the cloth business be if the length of the 
yardstick fluctuated while the quantity of cloth remained the same. 

Changes in value of money have got far-reaching effects both 
on the store of wealth and on the wealth-producing capacity of the 
economv. ■ 


These changes arbitrarily re-arrange the purchasing power in the 
hands of the people who hold it. For example, the rupee to day 
purchases in India nearly four annas worth of goods as compared 
with 1939. This change in the value of the rupee has benefited 
debtors at the cost of creditors. A man who borrowed Rs. 100 in 
193S—when this sum could purchase 20 maunds of wheat—is paying 
much less when he returns Rs. 150 including interest to-day when 
this sum can buy no more than 10 maunds of wheat. 

Usually rising prices create a feeling of hopefulness in the early 
stages and all businessmen feel happy and buoyant. Manufacturers 
gain much as the costs of goods they make do not go up as quickly 
as the price they get for those goods. Big ’agriculturists, who have 
a great deal of grain to sell, prosper. Even small ones gain, as 
rents and other charges remain the same, while their produce fetches 
much more in the market. 


But rising prices hit people with fixed incomes, e.g., government 
servants and rent receivers. A clerk getting Rs. 100 as pay plus 
Rs. 55 dearness allowance is getting only Rs. 30 in pre-war terms. 
Labourers are hard up as their wages lag behind prices and do not 
go up in the same proportion. Strikes and lock-outs disturb 
production and bring about unemployment. Labourers are thus put 
to further loss but the worst sufferers are people getting fixed 

salaries. 

In the reverse • i-. ction, falling prices produce even more 

depressing and disash . results. A fluctuating money standard at 
one time checks and ther time overstimulates the production oj 

wealth. Many a time it results in an unbalanced growth of industry 
and brings about booms or depression. Speculation prevails and 
efficiency in production suffers. 

Fluctuating prices create a feeling of uncertainty about the 
future. Transactions in futures, sales or Mircha.se cannot bo made 
with confidence and the calm flow of economic life is disturbed. 

Wealth-getting in times of inflation as in India, “degenerates 
into a gamble and a lottery.”—( Keynes) ft is thus clear that the 
distribution of wealth is altered unjustly. 
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Lenin said that ‘the best way to destroy the capitalist system 
was to debauch the currency”, i.e., to create conditions of inflation. 
But for this danger of inflation, inconvertible paper money would 
be very useful. And the danger is all the greater because to print 
notes is so cheap and easy. In those countries 1 in which (during 
the war of 1914-18) rising prices went very high, every private house 
looked like a store choked with articles of every sort including, in 
one case, a coffin purchased against his death by a peasant ! No less 
interesting is the famous story of two brothers in Austria who 
inherited equal sums of money. One of them, like a good boy, 
deposited his share in a bank. The other, a happy-go-lucky sort of 
chap, spent all he got on wine and entertainment. After a year or 
so, the latter got more money by selling the heap of empty bottles 
lying in his cellar than hisbr other got back from the bank ! 2 That 
is why, during such times, people do not want to keep their savings 
in the form of money in spite of slogans like “Save all you can” and 
hoard goods. 

6. Why Value of Money Changes ? Let us now enquire 
into the forces that determine the value of money and the general 
price level. The general price level in a community is influenced by 
the following factors :— 

(а) the volume of trade, 

(б) the quantity of currency, 

(c) the volume of credit, and 

(d) the velocity (or rapidity) or circulation of currency. 

These four factors change independently as well as in relation 
to each other. 


Money is used in exchanging goods. The greater the volume 

of exchanges required to be made, the greater is the demand for 

money and hence the greater will be the value of one unit of money 

and vice versa. Thus the value of money varies directly with the 
volume of trade. * 


i 1S n^ e ^’k nOW ? t ^ afc t ^ ie value of anything depends on its 
supply. The more the wheat in a season the less its price. In the 
same way, the greater the number of rupees to do a given amount 
of money work, the less is the value of a rupee, and vice versa. In 

7 m ° ney VarieS inverseh J with its 

quantity But we have learnt that all the money-work is not per- 

m °Zv aSh T57: A S° 0d deal of ^ is also done by credit 

money. Hence credit instruments should also be taken into consi 

derat ion when we are trying to discover the local quantity of money 
which will influence prices in a country. 4 “ 7 

Remember however, that money is not finished up in one use 
A unit of money is ready to perform another "exchange after it has 
served m making one. It passes from hand to hind Thus If! 
single rupee is used six times in a certain period it does the work 

l sl nuX. s of th t TsT eaoh f h ; 

__ a ru P ee changes hands m say, a year, is 

1 T llp/V r 1 — — - _ _ . 1 t m 


i\ hS.?; wrz whor ° th ° ° urrcuoy ^ '° at »" 
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known as its “velocity of circulation”. Thus the velocity of circu¬ 
lation of money helps the total quantity of money in determining 
prices. 

7. Quantity Theory of Money. The above conclusions have 
been put in the form of theory called the Quantity Theory of Money. 
This was the best known theory of money throughout the nineteenth 
century and even up to the twenties of the present century. It de¬ 
clares that the value of money depends upon its quantity in circula- 
tion. In its most rigid form, this theory asserts that “any given 
percentage increase or decrease in the quantity of money will lead 
to the same percentage of increase or decrease in the general level of 
prices.”—( Benham ). 


In order to make it applicable to a modern community the 
theory may be stated thus : The value of money falls (and the price 
level rises) proportionately with a given increase in the quantity of 
money. Conversely the value of money rises (and the price level 
falls) proportionately with a given decrease in the quantity of money, 
other things remaining the same. These other things are : (1) Velo¬ 
city of circulation of money ; (2) the volume of credit; (3) barter ; 
and (4) volume of trade. 


Money, we know, is only a medium of exchange. It is only a 
counter or a ticket serving as a link in exchange and is not wanted 
for its own sake. Therefore, the quantity theory concludes that 
if a community had twice as mueh money, all prices would be twice 
as high and if it has half as much money, all prices would be halt 
as high. The total purchasing power of all money would always be 
the same because “money is only important for what it will procure . 

(Keynes). 

An illustration will make it clear. If in an island one hund¬ 
red articles of equal value are available for the sale and there are t 
hundred units of money, the average price would be wo un,, o 

money per article. If, one fine morning, every one woke uplofc 

that the money with him had doubled itself, the 1P every body 

be four units per article. And if the money possesse ^ coin 

were halved, no one would be the poorer for it because ev, ^ 
would begin to purchase twice and much as before. In 
the elasticity of demand for money in that island is unity. 

We have discussed at length how the value of ^y^coinmodity 
is settled. The words “demand” and “supply whic ’ ^ 

humorously said "make an economist of * P»« ot ’ ' The demand 
Well, the value of money is settled in no othe. 7 • e t i, e volume 

for money depends upon the number of 0 f mo ney depends 
of trade, extent of credit and barter T PP y. rcu|ation Extend- 
on its quantity multiplied bv the velocity sav that if the 

ing the general theory of value to money, we can 1 jn 

quantity of money in circulation were lncreas ^ rigCj an d vice- 

the number of goods, its value would® ^ p f d s without » 

versa. Similarly, an increase in the t0 ? ais e the value of 

change in the quantity of mon however that a change 

money and lower prices. It should be noted, however. 
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in the supply of goods does not cause a proportionate change in their 
value. But the change in the value of money is proportionate to 


change in its quantity. 

Irving Fisher, who developed the theory, puts it in the form of 
an algebraic equation of exchange, P=-^- > where P is price level. 


M is money and T stands for trade or goods exchanged. This simple 
equation can be true only of a small isolated community—(a) where 
the number of transactions is small, (/>) where there are no barter 
transactions, (c) where, except coins, there are no other types ot 
money like notes and cheques in use, and ( d) where every piece 
of money changes hands but once. Such isolated communities are 

not found nowadays, however. , 

We observe that in modern communities a coin changes hands 
a number of times. The butcher takes it to the baker and the baker 
to the grocer and he again to some other person. The work done 
by a coin which circulated five times is equal to that done by five 
coins which change hands only once each. This speed is called the 
velocity of circulation . Hence to find out the effective amount of 
money in a country, we have to multiply the total number of coins 

MV 

by their velocity. Our equation would then be P=—p , where V= 


velocity of circulation of money. 

But in addition to metallic money in every modern country, 
there is a large amount of paper money which helps in the exchange 
of goods. Instruments of credit like cheques, drafts and bills also 
serve the same purpose. Their velocity of circulation has also to be 
taken into consideration. So our equation finally develops into 


P=- 


MV+M'V' 


T 


where M' stands for credit money and V' for its rapi¬ 


dity or velocity of circulation. 

The equation signifies that the price level (P) changes when 
the quantity of money (M) or quantity of credit money (M') changes 
or when their velocities (V & V') change. Of course P will also 
change if the quantity of goods (T), required to be exchanged, chan¬ 
ges. 


Criticism of the Quantity Theory. This theory has been subject¬ 
ed to a great deal of criticism. In fact modern economists do not 
accept it without reservations. (1) So long as the quantity theory 
describes a tendency, it is ail right. But when it proceeds to lay 
down an inflexible mathematical formula it falls to the ground. Only 
under very special circumstances will a doubling of the amount of* 
money exactly double the price level. The price level may go up to 
more or fall down to less than that. 

(2) A change in M (money) in reality is almost certain to cause 
a change in V (velocity of circulation) and T (number of transactions). 
A change in P (price level) also has its effects on both V and T. There 
is bound to be action and reaction. Therefore the assumption, that 
changes in M, V and T alone produce changes in P and not on each 
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other, does not hold good. If that had not been so “we could have 
safely predicted price changes and this would have served as a guide 
to official control of price level.” 

(3) Further, the price level does not depend on the quantity of 
money in circulation as such. It is influenced by income which the 
consumers spend in the market. In the Great Depression (1929-33), 
the U.S.A. created huge quantities of money to step up prices. No. 
doubt the incomes of the people increased, but they did not spend 
more. That is why prices would not rise. 


Conclusion. The theory is not mathematically true but ex¬ 
amples from history prove that whenever money has been greatly 
increased in any country prices have gone up, e.g., in Germany after 
the war of 1914-18, in India during the Second World War and after, 
and so on. 

Undoubtedly, the theory points out the danger of over-issue of 
notes in any country. Therein lies its main value. 

S. Modern Theory—Income Theory. According to modern 
view, especially the Keynesian view, it is admitted that the changes 
in money supply bring about changes in the price level. But it is 
not admitted that there is any simple, direct and predictable rela¬ 
tionship between the quantity of money and prices. It is now 
emphasised that the value of money or the price level is in fact a 
consequeBce of the total incomes rather than of the quantity of 
money. The real cause of the changes in the value of money is to 
be found in the changes in the level of aggregate income or expendi¬ 
ture. Hence changes in the quantity of money can bring about 
changes in the level of prices only if they change in the aggregate 
spending in relation to the supply of goods. As it has been mention¬ 
ed above, the quantity of money was increased during the Great 
Depression but the prices did not rise because the increased amount 
of money did not lead to increased spending. Businessmen had 
curtailed their investments. Unless spending increases, there can 
be no increase in demand for goods. Even if spending increases, 
prices may not rise if the supply of goods has increased at the same 


time. 

Hence the effect of a change in the quantity of money on prices 
depends on (a) its effect on the level of aggregate demand and (0) 
relation between aggregate demand and the volume of production^ 

Thus in the modern theory, relationship between changes in 
money supply and prices is much more indirect and uncertain than 
was assumed by the quantity theory of money. It all depends on 
the effects on aggregate spending and the elasticity of supp y 


output. 


WHAT WE GATHER FROM THIS CHAPTER 


Value of Money ie its purchasing power It vanes ^"ne^When prices 

price level. Thus goods and services me^^ 0^0 falUng H is ‘appreciating.* 
ire rising money is ‘deprecating’ and when they are tailing. Vi 

.te of the 



THE VALUE OF MONEY 


307 


deflation. It increases its value. When currency is expanded again, it is called 
reflation. 

How to Measure these Changes ? Changes in the value of money are 
measured through the device of -index number'. Thus we find tho 
change in the prices of many articles during a given period, and striko 

average. 

Precautions : Select (a) large number of commodities of everyday use ; 
(6) a normal base year or years ; (cj correct prices-wholeaale or retail for the 
purpose in hand. 

Through index numbers, comparisons can bo made between changing 
values of different currencies, at different times and placos. Index numbers are 
now used for measuring all sorts of economic changes. 

Why Value of Money Changes ? Changes in tho value of money are 
explained by changes in the volume of trade, the quantity of money (both metal- 
lie and credit) and the velocity of circulation of curroncy. 

Quantity Theory of Money. Money is needed only a* a claim toother 
goods. How much a unit of it will purchase depends on its amount. If tho 
amount of money is doubled, a unit will command half of the goods it did 
before, and vice versa. This fact is expressed in the form of an equation by 
Prof. Fisher in his famous Quantity Theory oj Money. Price l*vel is equal to 
quantity of money divided by the number of transactions. Tho quantity of 
money must include credit money. Money as well as credit have to be multi¬ 
plied by their velocity, t.e., the number of times a coin or a note exchanges for 
goods. 

The theory is not correct if it insists on tho change in the value of money 
being exactly proportional to the change in its quantity. Othorwiso, it brings out 
an important truth. 

Fisher puts it in the shape of an equation P~»-- whero M is 

money, V its velocity, M' credit and V' its velocity. 

Effects of Changes in the Value of Money. When money fluctuates 
in value it disturbs the economy. It arbitrarily re-arranges purchasing power in 
a society. It retards or over-stimulates the production of wealth and croates 
feeling of uncertainty. Hieing Prices benefit debtors, businessmen, manufac¬ 
turers. and agriculturists with a surplus to sell. They hit govemmont servants, 
labourers, rent-receivers and other people with fixed incomes. Falling prices 
have just the opposite effect. 

CAN YOU ANSWER THESE QUESTIONS ? 

1. What do you understand by ‘value of money* ? How is the value of 


money determined ? (Delhi Prep. 1962) 

2. Explain, (a) Appreciation of money. 

(b) Depreciation of money. 

(c) Inflation. 

(d) Deflation , 

3. Money measures the values of goods. Explain. How can we measure 

the value of money ? [See Socs. 1 and 3.] (P.U. 1953) 

4. What are Index Numbers ? How is an index number constructed ? 

What precautions will you take in draiving the wholesale price index in India for 
the last 15 years ? [See Sec. 3.] . ( J . <fc K. 1956 ; P.U. 1958) 

5. What are Index Numbers T How are they prepared T What are their 

uses T [See Secs. 3 and 4.] (Pb. University H.S. 1961 Suppl.) 

6. What do you understand by the value of money ? How can you 

measure changes in the value of money ? • (Delhi H.S. 1962) 

7 What are index numbers ? What are their uses and limitations ? 

(Bombay 1953 ; Agra 1941 ; All. 1940 ; Dacca 1943 ; Delhi 1940 ; 

[See Secs. 3 and 4.] Nag. 1946 ; Punjab 1933) 

. Examine the effect of price changes on different sections of the eommu- 

ntty. [See Sec. 6.] (P.C7. 2 955) 
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9. Define inflation and indicate its effects. 
[See Secs. 2 and 5.1 


17 1 - *• *»-j (C.U. 1956) 

10. Discuss the various economic consequences that follow from changes in 

the value of money ? 

[See Sec. 5.] (Cal. 1946 ; Dacca 1943 ; Cal. B. Com. 1941) 

11. Show the effect of falling prices on businessmen, school teachers and 
small shapkeepers. 

[See Sec. 5. Businessmen lose much, small shopkeepers also lose 
a little. People with fixed incomes like teachers gain.] 

12. How do you account for changes in the value of money ? Explain how 

changes in the purchasing power of money affect the different sections of the people 
of a country. [See Secs. 6 and 5.] ( J. <k K. 1953) 

13. (a) What are Index Numbers ? Explain with the help of suitable 

illustrations how they can be prepared. (Pb. University H.S. 1962 Suppl.) 

(b) Fill in the blanks by using one of the words in brackets. 

The device of Index Number is used for measuring changes in 
the . (value of money, quantity of money). 

14. Would profits be higher when the value of money is rising or when it is 
falling ? 

[Falling. It is then that goods are rising in value. As producers 

deal in goods, they reap large profits.] 

15. What do you understand by the value of money T Explain the economic 

effects of the change in it. [See Secs. 1 and 5.] , (Bombay 1954) 

16. What do you understand by the phrase '•value of money ? Lnumerate 

the factors which govern changes in the value of money. 

[See Secs. 1. 6 and 7.] {P.U. 19o8 ; Delhi H.S. 19o8) 

17. Qive an idea of Fisher's quantity equation. (Calcutta 19o0) 

IS. Explain and examine critically the Quant,ty m2) 

Or 

Under what conditions does (he quantity theory of money not hold good ! 

Explain^ * ^ ^ <Ae value of /«£«,» rupee 

vary from time to time 1 [See Secs. 1 and b.] (J. <t K. 195S) 

20. Explain the relation between the quantity of money in circa tlal '™ and 
ycnerat priccUvel in a.country Ho* can u,e measure chanyc 
money ? [See Secs. 6, / and 3.J v 

' 21. Why has money any value at all ? Slate the circumstances in which 

the catue of by ,nw it i. established ss a medium o< 

exchange and the Government regulates its quant.ty m such a way 
that it always commands value in terms of goods and services 
A fall in the value of monoy is indicated by a rise in th p 
level which is generally duejo inflation.] 

Indicate the factors that determine the price level in the count W eutta m4) 
rSee Secs. C and 7.] ' , 

«. Who, arc the chief function, of money » Under 
money cease to perform its functions properly. Did such /n , er 1%1) 

^ ' [Money ceases to perform it. proper function when 

lost all confidence in the Government that issues mon > Qn hftS 

inflation. Tide happened in Germany in 1918. ■ Su«£ d ^ ^ when 

not arisen in India, though conditions g w o r th -141- nearly as 

the Allies suffered defeats. Today the rupee is worth (*l 

compared with its pre-war value.] ». ,,n ur rupee today i» 

hardly^'n^^ 

’XrtZaZfe^o^^i £ the %,u,ar period » IPV. 1M1 

[SeeSec.'7.] . , , ./ m oney ? What is 

24 What do you understand by changes %n the J a money-lender, 

the effect of rise in tl« value of money on (a) a big landlord . (6) l962) 

[c) a college professor, (d) a government pensioner ? W- * 




CHAPTER XXVI 

CREDIT—ITS INSTRUMENTS 

“Promise to Pay ” 

1. Meaning of Credit. In a primitive economy, people were 
self-sufficient. Mostly they consumed what they produced. But when 
this simple state of affairs prevailed, a person occasionally stood 
in need of an article, he borrowed it from a neighbour promising to 
return it later. This was the simplest form of credit. The loan 
took place because the lender had confidence in the borrower s will 
and ability to return it. 

As time passed population increased. The number of sale and 
purchase transactions grew apace. Roundabout methods of produc¬ 
tion were adopted. It was found that coins were not enough to 
serve as media of exchange. Some subsidiary help had to be utilized. 
This was discovered in credit in its various forms. 

Sometimes we find notices like “Terms cash” or “Please do 
not ask for credit” in shop counters. One might wonder as to why 
such notices have been placed there. Obviously because the owners 
of these shops have no confidence in their customers—at least in 
some of them. “Once bitten twice shy” must be true in their case. 
They would rather not sell, than sell on credit to persons whose 
honesty they cannot rely on and who could not be expected to honour 
their word. 

The dictionary meaning of the word “credit” is “confidence felt 
in a person’s ability, honesty or intention to pay.” This confidence 
in a person, or the reputation it gives him, is of great importance in 
business. Ordinarily, exchange is complete when one person has 
received a good and the other its price. When purchases are small 
it is usually so. But when the purchases are so large that the buyer 
has not enough funds on hand to pay for them, a delayed payment 
of price would help him. If the seller has confidence in the buyer 
he allows him this privilege and “sells on credit.” Thus a credit 
transaction is but “protracted exchange.” It differs from a “cash 
transaction in the fact that it depends upon confidence and that 
there is an element of time in it.” All hire-purchase systems 
(or instalment purchase) and all borrowing and lending involve 

In short, credit implies trust or belief in a borrower’s ability or 
willingness to pay. It is an attribute of the borrower on account of 
which he inspires this trust or confidence in others. Three C’s form 
the basis of this credit, viz., character, capacity and capital. The 
borrower must be honest ; he should have the capacity to pay or use 
profitably the amount borrowed ; and he should be a man of 
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substance. Such a person will have good credit in the money 
market. J 


2. Credit Instruments. People talk a little regretfully of 
the good old days when everybody was honest and a man’s word 
was as good as his written bond. They forget that now the area of 
dealings has increased greatly. Perhaps, man has become more 
selfish too, on account of the increase in the struggle for existence ; 
so almost always some record of transactions is kept in black and 
white. This record may take the form of a ‘promissory note , a bill 
of exchange , a cheque , a draft or a hundi. Banks, in some countries 
like England, in the past used to issue notes without check from 
Government. These bank notes were of the nature of promissory 
notes. This led to over-issue of such notes without sufficient security 
and resulted in frequent bank failures. This practice was too dangerous 
to continue and the Government had to prohibit it. Hence to-day 
only the central bank of a country is allowed to issue notes. These 
notes are accepted by the people because of their faith in the 
stability of the Government and are almost as good as money. 
Therefore, for purposes of our study, we may exclude them from the 
list of instruments of credit, i.e., documents that make possible credit 
transaction. 


Let us study some credit instruments. 

(i) A Promissory Note. The simplest form of a credit instru¬ 
ment is the promissory note. A promissory note (or pro-note for 
short) is a written promise from a buyer or a borrower to pay a 
certain sum of money to the creditor or his order. It is what we 
call IOU (I owe you), i.e., an acknowledgement of debt and an obliga¬ 
tion to repay. 


A typical promissory note is as below : — 



Promissory Note 


Rs. 500 


July 1, 1903 


Two months after date, I promise to pay M/s. Singh and 
Co. or order, the sum of Five Hundred Rupees only for value 
received with interest at the rate of 5 per cent. 



Shy am Lai 

Per Pro M/s. S. Chand & Co 


The words “value received” indicate that the document lsthc 
result of some purchase or loan. Interest must be mentioned, oUier, 
wise the pro-note is not good m law. Such a document 
for any kind of transaction, personal or commercial. 
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(it) A Bill of Exchange is used in internal as well as foreign 
trade. It is an order by a seller to a buyer or by a creditor to a 
debtor to pay a certain sum of money to himself or to bearer or to 
another person named therein. The seller or the creditor who draws 
the bill is called the “ drawer ” ; the purchaser or the debtor on whom 
the bill is drawn is called the “drawee." The seller may order the 
payment to be made to third person called “payee". Specimens of 
inland and foreign bills of exchange are given below :— 


An Inland Bill of Exchange 


Rs 20,000/- 


Jullundur, 
July 1, 1963 


Thirty days after date pay to M/s. Singh and Co., or 
bearer the sum of twenty thousand rupees, for value received. 


M/s. The Premier Book Depot, 
Chandni Chowk, Delhi. 


For S. Chand & Co 
Shy am Lai 
Proprietor. 



In place of tke payee’s name any of these forms may be 


used :— 

1. Pay to bearer, 

2. Pay to J. D. Varma or order, or 

3. Pay to my order. 

When the bill of exchange begins with “On demand”, instead 
of “thirty days” it is a “demand bill” or “sight bill”. 


A Foreign Bill of Exchange 

Rs. 1,000/- July l, 1963. 

Sixty days after sight of this First of Exchange (second and 
third of the same tenor and date, unpaid) pa} r to the order of 
the Central Bank of India Ltd. y the sum of Rs. 1,000 only for value 
received. 

For M/s. S. Chand & Co., 
Gauri Shankar 

M/s. A. V. Thomas and Sons, Manager. 

Sheffield, England. 

The drawer sends the bill to the drawee who “accepts” it bv 
signing it and putting his office stamp on it. The bill now becomes 
a negotiable instrument and can bo bought and sold in the market. 
The drawer can now discount it and change it into cash on paying a 
commission called discount , to some firm or bank. It may pass 
through several hands before it ultimately matures or falls due for 
payment when the drawee pays his debt by honouring the bill. 
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If the drawee is not very well-known, he secures the services of 
an Accepting House to sign and accept the Bill. Such houses or 
firms specialize m providing guarantees and charge a commission for 
their services. To perform such services the Accepting Houses have 
to keep themselves well informed of the financinl position of the 
merchants on whose behalf they accept the bills. 


How a Bill Junctions ? Let us illustrate how a bill functions. 
Suppose X, a merchant of Bombay, sends oil-seeds worth Rs. 1,500 
to Y, at Marseilles in France. Now Mr. X has to charge Monsieur 
Y the sum of Rs. 1,500. He draws a bill on Y for that amount, and 
sends it to him. Mon. Y has to pay down cash if it is a sight bill. 
But, if it is a time bill, he accepts it by signing and stamping it or 
getting the same done by an Accepting House. Then Mon. Y returns 
the bill to Mr. X. Mr. X may choose to wait for his money for the 
period mentioned in the bill when it will “mature”. If, however, ho 
needs money urgently, he gets it discounted in a bank or a discount 
house. Thus he will get Rs. 1,500 minus the commission charged by 
the bank or the discounting company, which purchases the bill. The 
bank or the company may hold it till the payment is due or pass it 
on for rediscounting to some othar bank When mature, the bill will 
he presented to Mon. Y for payment. Even then no money may be 
shipped from Marseilles to Bombay because a similar bill may have 
been drawn on some Bombay importer. It is the business of 
Exchange Banks to balance such bills against one another and save 
the bother and expense of sending gold back and forth. 

Advantages of a Bill of Exchange. A Bill of Exchange thus 
performs important functions. Firstly, “neither the exporter nor the 
importer has to go without his money while the goods are in transit. 
— (Sayers). The exporter gets hi6 money from a bank and the im¬ 
porter does not have to pay immediately. He pays it after he has 
sold the goods and has funds in hand. 


Secondly, funds lying idle in banks are invested in Bills of 
Exchange and are profitably employed. Banks particularly favour 
this form of investment because money is not locked up for long and 
can be withdrawn easily. It is said that a good bank manager knows 
the difference between a bill and a mortgage. The bll j^ ( ) 1 ®f ,unt< :, 
set up a regular stream of money flowing in and out. lhxrdly,^ on 
and silver are saved from being transported between countries 
Exports are made to balance against imports through the bill market 
without movement of gold. Lastly , while the buyer pays in his own 
currency, the seller is paid in his own. Exchange Banks undertake 
the whole work and individuals are saved from all bother and in¬ 
convenience. 

(Hi) Hundis. We, in India, are more familiar with hundis ^as 
they are commonly used. They are internal bills °f exchange m 
of our own languages, and have been prevalent in India e 
the dawn of civilization elsewhere. 

Hundis are Darsliani (sight bills) and Miadi or Muddtli it*** 
bills) on the basis of the time allowed to the debtor. n**dun*» 
the commission sometimes deducted by the lender from 
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advanced. Specimens of the two types of hundis used in India 
(translated in English) are given below :— 

Maddati (or Miadi) Hundi __ 


3 

CO 
, c3 

w 

j= £ 
S o 

S c 

co <n 

c >z 

: 5 ^ 

■J 

CQ 


o 

£ 


No. 469 
Rs. 1000/- 


Due Date June 28, 1903 
Date April 28, 1903 


(60) Sixty days khara after this date I/we M/s. 
S Chand & Co., promise to pay Messrs. Singh and Co. or 
order in Delhi the sum of Rs. 1000/- only for value 
received in cash. 

(Signature) Shyom Lai 
Per Pro 

M/s. S. Chand <0 Co., Delhi. 
Through Krishan Chand Ahluwalia 

(Broker) 


Darshani Hundi 


On demand please pay to M/s. Premier Book Co., Delhi 

the sum of Rs. 1000j- only for value received in cash. 


To 

M/s S. Chand & Co 
Chandni Chowk 
Delhi 


Drawer's 

Signature 


Gauri Shankar 


(in) Cheque. This is the most common instrument of credit and 
almost works like money. It is a written order on a printed form by 
a depositor (drawer) to his bank to pay a sum of money to himself 
or to somebody else whose name is entered on it or to the bearer, the 
man who holds (t.e., drawee). No bank ordinarily refuses to pay 
money for a cheque, provided it is correctly filled in and there is 
enough money in the drawer’s account with the bank. A specimen 
cheque is given on the next page. The counterfoil with the drawer 
serves as a record of the payment. 

Cheques 

Cheques are of the following kinds :— 

(а) A “ bearer cheque **. Any one can get such a cheque cashed. 
In this case, the bank need not worry as to who presents it at the 
counter. If a bearer cheque is lost, the finder can cash it unless the 
bank is notified in time to stop the payment. The drawer runs the 
risk of losing his money and not the bank. 

(б) An “order cheque' The word “bearer” after the payee’s 
name is crossed out as in the cheque form below and the word 
“order” written instead. It is a safer form of payment because the 
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bank is responsible for paying the money to the right person. The 

identit\M^ < f pres . ents the cheque at the counter °has to prove his 
identity before the proceeds of the cheque can be paid to him. 



r«»l) 

vjIO* 


(c) A “crossed cheque . ” This is the safest form of payment as 
it cannot be cashed at the bank counter. The payee cannot get the 
proceeds of the cheque in cash. He can only get the sum transferred 
to his own or (after endorsing) to somebody 7 else’s account. A cheque 
is '‘crossed” by drawing two parallel lines across its face or in a corner 
and writing the words “& Co.” between them. The specimen given 
above is crossed. If it is crossed “Payee’s A/c,” then cash cannot 
be obtained from the bank, the amount of the cheque can only be 
credited to the payee’s A/c. 

(d) A “post-dated" cheque is a way of making payments some¬ 
time in the future. If you have to pay a hundred rupees to a friend 
after a month, you may draw a cheque in his favour and put down 
the future date. It can be cashed only after that date. 

( e ) A “blank cheque'' means an unlimited offer because the 
signature is put whereas the space for the amount is left blank to bo 
filled in by the drawee. Such cheques are usully handed over in 
romances or films ! Nobody ordinarily signs a blank cheque. 

Advantages of Cheque-'. The cheque has economized the use of 
money. No cash need be paid. Moreover, its great convenience lies 
in that the payment can bo exact to a pie. There is no fear of lo>s 
when the cheque is crossed. Thus it is a safe method of payment 
besides being convenient. Again, the counterfoil of the cheque serves 
as a receipt and, therefore, ensures honesty. The account of the 
transaction is with the bank and can bo called for evidence if needed. 
But it requires confidence in the drawer as well as the bank lor 
acceptance. Since it is not legal tender, acceptance is not compul- 

sory. 

(V) Draft. A cheque can also be used to remit funds to another 
place. But as the account is held in a different place from where 
the cheque is presented, the latter branch of the bank normally gets 
in touch with the former before making the payment. To avoid tn • 
botheration, a banker’s draft is used. A draft is a cheque drawn oy 
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a bank on its own branch or on another bank requiring the hitter to pay 
a specified amount to the person named in it or order thereof. 

If you want to send a birthday present in the form of money 
to a friend at Bombay, you can deposit the amount with, say, the 
Punjab National Bank, get a draft in your friend’s favour on the 
banks’ Bombay branch, and send it to him under a registered cover 
When the draft is presented at the Bombay bank, it will be cashed 
after the claimant has been identified to be the person in whose name 
it has been drawn. A person need not carry a large sum of money 
on his travels and run the risk of bejng robbed. He can get a draft 
in his own favour and avoid the danger and trouble of carrying cash. 
A traveller’s cheque, such as is given by the State Bank of India, or 
some other Tourist Agency also saves bother and avoids the risk. A 
specimen bank draft is given below : 



The cheapest method of sending money is through a bank 
draft. A Bank does not usually charge more than -/l/- per hundred 
if the amount to be sent is not less than a thousand rupees and if it 
has a branch at the place of payment. 


3. Clearing House. One great advantage that follows from 
the use of cheques is that we do not have to carry pocketful of notes 
or coins for our purchases. In countries where people have deve¬ 
loped the banking habit, rarely is a purchase paid for in cash unless 
it is a very small sum. The people who are paid in cheques do not 
get them cashed but just pay them into their accounts at their bank. 
Thus if both the persons have a common bank, a mere alteration in 
their balances completes the transaction. 

hen there are more banks than one in a locality and the 
two persons have accounts with different banks, the process is not so 
simple. Every bank receives during the course of the day cheques 
on other banks in favour of its customers. To send cash back and 
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forth from one bank to another every day would be very trouble 
some. To avoid this trouble the device of /clearing House is used 
The agents of all the local banks meet at a fixed place after the 
workmg hours and balance their claims against one another When 
simple book entries have cancelled most of the obligations, a small 

5a A a i n ? + i may i be c aimed by one bauk on fche other. This is usually 
settled through a cheque on the Central Bank (the Reserve Bank of 

India or the State Bank of India) with which all commercial banks 

have to keep accounts. There are Clearing Houses in important 

cities in India, the most important being those in Bombay and 
Calcutta. * 


4. Uses of Credit. Credit is immensely useful in the type 
of economic organization found today. We sum up the services 
rendered by it below :— 

(i) It makes possible a steady flow of goods from the whole¬ 
saler to the retailer and from him to the consumer. Thus it replaces 
wild activity and sluggish dullness which would otherwise succeed 
each other and unbalance the economy of the country. Credit oils 
the wheels of business and makes it run smoothly. 

(ii) It economizes the use of coins as well as currency notes. 
More exchanges are possible while money transfers are reduced 
through the cancellation of most of the debits and credits. Thus it 
serves as a vory good and convenient medium of exchange. 

(Hi) It fuian. es trade and industry through big loans at low 
rates of interest and helps to increase the output of goods. Thus it 
brings about economic development of the country. 

(tv) Savings are utilized to help production. The agency of 
credit brings together the man with idle funds and the man with 
ideas who can productively use those funds. Thus capital is rendered 
more productive. It promotes thrift and capital formation. 

(w) Huge deposits arc created by banks and lent out on the 
strength of only a small percentage of cash. The usual ratio is 10 
to 20 p.c. In this manner business can be extended to a very largo 
scale. 

(vi) Bankers’ drafts and bills of exchange promote international 
trade by avoiding transmission of specie from place to place. With¬ 
out credit, these payments would be very troublesome. Credit thus 
promotes international trade. 

5. Abuses of Credit. Credit has many advantages, but 
uncontrolled use of credit is dangerous. It may bring about an 
unhealthy expansion of business activity which later on ends in 
depression. Easy borrowing may give support to inefficient business¬ 
men. Resources may be wasted through careless use. Wild specu¬ 
lation may result when credit is offered without proper investigation. 
Credit is one of the causes of inflation and high prices which bring 
much misery in their train. Thus credit encourages waste ana 
extravagance, engenders speculation and gambling and proven s 
process of weeding out weak enterprises by the natural process o » 
survival of the fittest. Thus credit is a very delicate and dangerous 
weapon and it must be used with utmost care. If it is kept vi i 
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proper limits and is provided on a sound basis it can be very 

beneficial. „ 

The whole machinery of credit works through banks. Wo shall 
study banks and their functions in the next chapter. 

WHAT WE GATHER FROM THIS CHAPTER 

‘Credit* refers to purchases in which price is not paid in cash. Instead a 
document is given by the purchaser as an acknowledgement of his debt. I he 
document is called au instrument of credit. A Oredit Transaction, therefore, is 
“protracted exchange.” Credit involves confidence in the person a honesty and 
integrity. There are three C’s of oredit : character, capacity and capital. 

Instruments of Credit. Businoss dealings cover a large area today. 
Written documents are necessary to ensure repayment later. They may bo in 
the form of : 

(t) A Promissory Note :—A writton promise (IOU) from o debtor to 
a crodit >r to pay in the future. 

(it) A Bill of Exchange. An order by a creditor on a debtor to pay 
a certain sum of money which the debtor (or purchaser of goods) 
accepts by signing. The papor can bo bought and sold in the 
discount market. Some firms, called Accepting Houses, specialize 
in the business of accepting such bills. 

Advantages. The bill of exchange enables the seller to got his price, 
the purchaser to buy on credit and banks, etc., to lend their spare 
money on interest. 

(tit) Hurvlis are the Indian form of bills of exchange and have existed 
for agos. They are of two kinds—Darshani (sight) and Miadi 
(time). 

(tv) Cheque. It is most common and popular of all credit instru¬ 
ments. It is a writton order by a depositor to his bank to pay 
a certain sum of money to a person named in it or to tho bearer 
of the cheque. 

(a) Bearer Cheque. Anybody can got it cashed, (b) Order Cheque. 
Only the person named can get it cashed, (c) Crossed Cheque. 
The money oan be entered in one’s account and not cashed. 
(d> Post-dated Cheque. Some future date is entered. 

Advantages. A cheque is a safe and convenient form of paymont. 
It saves the need of paying cash'in every transaction. 

(v) A banker's draft is a cheque drawn by a bank on its own branoh 
or elsewhere on another bank to transfer funds to that place. 

X Clearing House is on agency where cheques drawn on different banks 
are mutually balanced and cleared by their representatives. 

Uses of Credit, («) Economy of metallic money. (6) Cheap loans to 
businessmen, (c) Utilization of idle capital, (d) Mokes possible loans larger 
than savings, (e) Facility in making international payments. (/) Helps to 
maintain a steady flow of goods from wholsalers to consumers. 

Abuses of Credit, (a) Unhealthy expansion of businoss activity, (6) 
helping inefficient producers, (c) wasteful and careless use of resources, (d) causes 
inflation, etc. 


If these risks are guarded against, credit can be very helpful in business. 
CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. What is credit T Describe the various instruments of credit giving a 
specimen of each. [See Secs. 1 & 2.] ( Pb. Univ. H.S. 1962) 

. 2. What do you understand by credit ? Name and describe the various 

instruments of credit and bring out the difference between a Bill of Exchange and a 
Bank Draft. {J & K 1960) 

3. You have to pay Bs. 497-9-3 to Messrs. P.N. and B. Write this out in 
the form of a crossed cheque, a darshni hundi and a promissory note. [See Sec. 2.] 
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4. Give specimen forms of, and write notes on : 

(a) BUI of Exchange, ( U.P. 1953) 

(b) Bank Draft, (f/.P. 1953) 

(c) Crossed Cheque. (P.C7. 1946 ; E.P.U. 1948) 

(d) Hundi. ( U.P . 1953 ; P.U. 1947) 

(e) Promissory Note. [See Sec. 2 for all.] (U.P. 1953) 

5. Discuss the various methods by which a man in Amritsar can send 

Its. 200 to London , Bombay and Nawatulpind (a small village in Jullundur 
district ) quickly and safely. [See Sec. 2.] (E.P.U. 1948) 

6. What is a bill of excluinge ? How does it help in the internal or 

external trade of a country ? [See Sec. 2 (tt).J (U.P. Inter. Board 1941) 

7. What is a cheque ? How does the cheque system benefit both the depositor 

and the Bank ? [See Sec. 2 (tv).] (U.P. Inter. Board 1948) 

8. What are credit instruments T Describe them and indicate their utility. 

[See Secs. 2 and 4.] (Cal. 1949 ; Cal. B. Com. 1932) 

9. Describe the uses of credit. Indicate the various ways in which credit 

saves money and assists industry. (Cal. 1949 ; Calcutta B. Com. 1932) 

[See Sec. 4.] 

10. Explain the Clearing House system and show how it leads to an eco¬ 
nomy in the use of money ? [See Sec. 3.] (Dacca 1942 ; Nagpur 1943) 

11. What are the essentials of credit ? Show its importance and utility. 

What are its dangers ? [See Secs. 1, 4 and 5.] (U.P. Board 1946) 

12 "Credit is a gcod servant but a bad master." Explain and discuss. 

(J. <k K. 19o5) 

Or 

Show the importance and utility of credit. What are its dangers ? 

[See Secs. 4 and 5.] 

13 What i& credit ? Show the advantages and disadvantages of credit. 

' [See Secs. 1, 4 and 5.] (Gauhati 1958) 
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“Those Factories of Credit ” 


1. Definition of a Bank. The proverb goes “Money begets 
money.” “Bosh !” say you, “money in my box has begot nothing. 
And it has been lying there a whole year !” “This is not the way, 
you silly fool!” you are told. “Put it in some business or deposit it 
in a bank and then see.” “Oh !” you reply. 

Now it is understandable why money invested in a business or 
a factory should “breed”, but it is not so easy to see how it breeds 
in a bank and why the bank pays interest to its depositors. Appa¬ 
rently a bank neither makes nor sells any goods. It may not seem 
to, but all the same it does sella very important commodity. It 
nianvfaclures credit and sells it. That is why we call a bank “a 
factory of credit.” 


Banks are like reservoirs. They collect the savings of some 
people and give them to others who can use them productively. In 
the process, they earn a commission, out of which they pay interest 
to those who save and deposit funds with them. A bank is an insti¬ 
tution in which those people who have spare cash deposit it and from 
which those who need funds borrow them. 


It appears that goldsmiths in old Italy used benches of a 
peculiar kind as their working tables. Their business came to be 
connected with this bench—the Italian word for which is “banco”. 
This word gradually developed and passed into the hands of joint 
stock concerns known as “banks” today. It took the banks ages to 
be what they are today. Let us see how it happened. 

2. Evolution of Banks. Long ago, when life was not so 
secure, saving was very risky. A man who came fto be known as 
rich, ran the danger of losing his wealth, and often his life to boot, 
at the hands of outlaws. Goldsmiths, because of their profession, 
kept strong safes. Hence, the practice of depositing one’s valuables 
and spare money with them for the sake of safety grew. They 
charged something for this service and returned the valuables when 
needed by the depositor. 

They found from experience, however, that only a small portion 
of the cash they were entrusted with was withdrawn at any parti¬ 
cular time. “A surplus could be put away, as it were, in a special 
safe which need rarely be opened.” The idea of using the balances 
lying idle with them must have dawned upon the goldsmiths in time. 

They also found that they were being constantly requested for 
loans on good security. It was not a bad idea to give on interest 
some of the surplus cash deposited with them and make a profit. 
One can imagine that depositors who might object would be pacified 
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by a remission of the charges for the “safe deposit” and would be 
made still more happy “by the payment of an interest on their 
money.” Gradually receipts were issued by these bankers against 
deposits and these receipts began to pass from hand to hand in place 
of money. This practice later on developed into the use of bank notes. 

y ste m was improved upon in another direction when 
withdrawals began to be made by written orders on these bankers. 
These were the fore-runners of modern cheques. 

3. Advantages of Banks. Mechanised means of transport 
are the basis of modern international trade. The motor lorry, the 
railway train, the steamship and the aeroplane have worked wonders. 
They can easily carry and distribute all the numerous goods that are 
produced in large factories in each of which thousands of people 
work. Crores and crores of rupees are needed to maintain these 
various agents of transport or to run these factories. No single 
individual, however, is rich enough to undertake these vast activities 
single-handed. He must borrow funds. Credit is, therefore, indis¬ 
pensable for the industrialist, the trader, and the company promoter. 
The only agency that can provide the necessary credit is that of 
banks. They collect the small savings of millions of individuals into 
a vast pool and direct the huge sums collected into useful channels. 
Taken singly these savings are too small to be of any use and would 
be a total loss to society if banks did not collect them and lend them 
to industrialists and businessmen. The credit that flows out of the 
banks is thus truly the life-blood of industry and trade. 

Besides lending money, banks transmit money from place to 
place and make international trade possible. They provide funds to 
farmers and cottage workers. They help to move the crops from 

one part of the country to the other. In fact, banking development 
is as essential for the economic development of a country as the 
diz"ing of minerals, the establishment of factories and the conduct 
of trade. Without banks it would be impossible to collect funds from 
the idle rich and supply them to persons who have brains and energy, 

thus making large-scale production possible. 

People of small means can save money and put t in saving 
bank account and 'earn interest. Valuables can be kept in sate 
custody. The banks perform a number of valuable agency functions 
on behalf of their customers. They also act as referees and finance 
advisers. Travellers’ cheques issued by the banks » r o very con 1 
and safe thus the banks are useful in a number of ways and ren 

* 1... a,-—— 

different banks according to the functions they perform. Th J 

glV0n ^Commercial Banks. These banks play . tbe fl ““fnly cCs^s 
role in modern economic organisation. Thel j. bus '? u tr aJ e of a 
of receiving deposits giving loans and fmancmg 
country They provide short-term credit,..*., lend money 
period Jnot exceeding six months. This is their special feature. 
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(6) Exchange Banks. Exchange banks mostly finance the 
foreign trade of a country. Their main function is to discount, 
accept and collect foreign bills of exchange. They also buy and sell 
foreign currencies and help businessmen to convert their money into 
any foreign money they need. Their share in the internal trade of a 
country is usually small. In addition, they carry on ordinary bank¬ 
ing business too. 

(c) Industrial Banks. There are few industrial banks in India. 
But in some other countries notably Germany and Japan, these 
banks perform the function of advancing loans to industrial under¬ 
takings. Industries require capital for a long period for buying 
machinery and equipment. Industrial banks provide this type of 
block capital. Industrial banks have a large capital of their own. 
They also receive deposits for longer period. They are thus in a 
position to advance long-term loans. 

In India, the Central Government set up an Industrial Finance 
Corporation in 1948. Its activities have been enlarged recently. 
Further, various States have also set up State Financial Corporations. 
Of late, the Central Government has also established the Industrial 
Credit and Investment Corporation and the National Industrial 
Development Corporation for the financing and promotion of indus¬ 
trial enterprises. These new institutions iill important gaps in our 
industrial finance. 


(J) Agricultural Banks. The main business of Agricultural 
Banks is to provide funds to peasants. They are worked on the 
co-operative principle. Long-term capital is provided b} r land 
mortgage banks, while short-term loans are given b 3 7 co-operative 
societies and co-operative banks. Long-term loans are needed by 
the farmers for permanent improvements of land while short-period 
loans help them in purchasing implements, cattle and seeds. Sueh 
banks and societies are doing useful work in India. 

(*) Savings Banks. These banks perform the useful service of 
collecting small savings. Commercial banks too run “savin" depart¬ 
ments’ ( to mobilize the savings of men of small means. The idea is 
to encourage thrift and discourage hoarding. Post Offico Savings 
Banks in India are doing this useful work. 


(/) Central Banks. Over and above the various types of banks 
mentioned above, there exists in most countries today'a big central 
bank. It is usually controlled and quite often owned bv the 
government of the country. The central bank performs very im per! 
tant services which we discuss below (Section 8) in detail Tim 
Reserve Bank of India is such a bank in this country. 

5. Functions of Commercial Banks. Banks act as inter 

nl e P d ia it 1CS T' etwee ? th ° se who have surplus money and those who 
need it. To receive deposits and to advance loans are thus the 

f u * ct,ori j °f“ 11 commercial or joint-stock banks. In short 
vadous Cs ^f ' advances ^“Besides 6 ° f dep ° S ‘ tS ^ l0nd fa ' 
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(a) Accepting Deposits. Banks attract the idle savings of 
people in the form of deposits. These deposits may be of any of the 
lollowmg types:— 

. ( l ) Snort-term or demand deposits, also known as current 
accounts. These are repayable on demand without any notice. 
Usually no interest is paid on them because the bank cannot utilize 
short-terra deposits and must keep almost cent per cent reserve 
against them. On the other hand, a little commission is charged for 
the service rendered. Occasionally, however, a small interest Is paid 
to people who keep large balances. 

(n) Fixed Deposits or Time Deposits. These deposits can be 
withdrawn only after the expiry of the period for which these 
deposits are made. Higher interest is paid on them—the rate 
rising with the length of the period and the amount of deposit. The 
usual rate in India today is 2}% for 6 months rising to 31% for 5 
years. 

(tit) Savings Bank Deposits. These deposits stand midway bet- 
• ween current and fixed accounts. One or two withdrawals up to a 
limit of one-fourth of the deposit but not more than Rs. 500 to 
Rs. 1,000 are allowed in a week. The rate of interest is less than 
that on Fixed Deposit. 


(6) Giving Loans. But receiving of deposits is not the whole 
story about a bank’s functions. If that were so, how could a bank 
pay interest ? Hence, after collecting money, a bank invests it or 
lends it out. Money is lent to businessmen and traders usually for 
short periods only. This is so because the bank must keep itself 
ready to meet the demand of the depositors who have deposited 
money for short periods. Money is advanced by the banks in any 
one of the following ways : — 

(i) By allowing an over-draft. Customers of standing are given 
the ri^ht to overdraw their accounts. In other words, they can get 
more than they have deposited but they have to pay interest on the 
extra amount which has to be repaid within a short period. The 
amount of permissible over-draft varies with the financial position 
of the borrower. 


(it) By 'creating a deposit ’. Cash credit is another way of lend- 
ina bv the banks. When a person wants a loan from a bank he 
ha°s to satisfy the manager about his ability to repay, the soundness 
of his venture and his honesty of purpose. After that, the bank 
may require a tangible security, or it may be satisfied with t ie 
borrower’s personal security. Usually such security is accepted 
as can be easily disposed of in the market, e g government securities 
or shares of approved concerns. Then details about time am < ^ 
of interest are settled and the loan is advanced. A borrower rare y 
wants to draw the whole amount of his loan m cash. Usually h 
onens a current account with that amount in the bank if he »lreaay 
has not an account with this bank. Now it is exactly as f that 
sum had been deposited by him. This is how a deposit " croat ft 
bv a bank. That is why it is said "every bank loan creates ■ 

A cheque-book is given to the borrower with the right to draw cheq 
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up to the full amount of the loan, but interest is charged on the 
■whole sum even though only a part is withdrawn. 

After the period for which the money has been borrowed is 
over, the borrower returns the amount with interest to the bank. 
Banks make most of their profits thus by giving loans. 

(c) Discounting Bills. The discounting of bills is another 
way of lending money. We described in the last chapter how bills 

-are discounted. The banks purchase these bills through bill-bro¬ 
kers and discount companies or discount them directly for the mer¬ 
chants. These bills provide a very liquid asset, [i.e., an asset which 
can be easily turned into cash). The banks immediately pay cash 
for the bill after deducting the discount ( interest) and wait for the 
bill to mature when they get back its full value. 

The investment is quite safe, because a bill bears the security 
of two businessmen, the drawee as well as the drawer, so that if one 
proves dishonest or fails, the bank can claim the money from the 
other. This is regarded as the best investment by the banks. It is 
liquid, lucrative and safe. That is why it is said that a good bank 
manager knows the difference between a bill and a mortgage. 

(d) Remitting Funds. Banks remit funds for their custo¬ 
mers to any place where they have branches or agencies through 
bank draft. This is the cheapest way of sending money. It is 
also quite safe. Funds can also be remitted to foreign countries. 

(e) Minor Functions. A bank nowadays serves its customers 
in various other ways. It has \safe deposit vaults'. They are meant • 
“to keep the valuables of customers in safe custody. Further , a bank 
collects interests on behalf of its customers as well as pays dividends 
on behalf of joint-stock companies. It purchases and sells for its 
clients , stocks and shares of companies. It executes the wills of deceas¬ 
ed customers and acts for them as a trustee. 

6. The Balance Sheet of a Bank. A good deal of light can 
be thrown on the working of a bank by its balance sheet, which it is 
required to issue every week. But it is not easy for a layman to 
understand it. We give below items that would appear in the 
balance sheet of, say, the State Bank of India 1 to illustrate the point. 

Statement of Affairs for the week ended July 1, 1962 


Liabilities [in lakhs of Its.) 

1 

1 Assets [in lakhs of Rs.) 

Paid up Capital ... 1 

Cash in hand and with 

Reserve Fund and other Reserves 

Reserve Bank 

Deposits and other 

A a a 

Balances with other 

Accounts 

Banks 

Bills Payable 

Bills for Collection 

• • • 

Money at Call and Short 

Notice 

• • • 


)mn > }' J n the Imperial Bank of India, alone w 

hanks, has been formed into the State Bank of India. S 


certain other 
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Liabilities (in lakhs of Rs.) 

' 

Assets (in lakhs of Rs.) 

Acceptances, etc. 

• • • 

Govt, and other Trustee 

Borrowing from other 

• • • 

Securities 

Banking Cos. etc. 

• 

• • • 

Other authorised In¬ 
vestments 

Other Liabilities 

% 

• • • 

Loans, Cash Credits, 
other Over-drafts, 
etc. 

Bill Discounted and 
Purchased 

Bills Receivable 

Acceptances, etc. 

Premises (less deprecia¬ 
tion 

Furniture and Fixtures 
(less depreciation) 

Other Assets 

Total 

• • • 

Total 


The balance sheet has two columns, ine icit-nanu umuuui, 
called Liabilities , gives tho total claims that can be made on the 
bank by depositors, shareholders and others ; the column on the 
right, the Assets column, gives the cash reserves, cash in hand, 
investments and other claims of the bank on others as well as the 

property that it owns. 

Liabilities. The paid-up capital and reserve fund ^ uHimately 
belong to the shareholders and as such they are a liability ol tne 
bank. The bank carries on its business on their basis but reserves 
are meant mainly for a time of emergency. . 

Deposits are of two kinds, current (demand) deposits and hxed 
(time) deposits. Deposits are also a bank’s liability. The banh^^ 

them to the depositors. Current account deposits can > 

by depositors on demand while fixed deposits are withdrawable only 

after the period of the deposits is over. Usually deposits! the 

on current account deposits, while in regard to - p f which 

rate varies with the amount as well as period of ^ .mmS 
they are deposited. The interest rate increases with the am 

and period for which the money is put m bfils which the 

on the liability side is ‘Acceptances These b ^ u 

bank may have accepted on behalf of its C " S J?“ . er3 f a U to 

liable to pay tho amounts of these bills only ‘f *be c 
pay them. Then there are miscellaneous or other l.abiht.es 

Assets. The items on the right-hand side throu l^H ^ ^ 

bank’s activities. Tiie first item is Cash . . doily needs, 

some cash to meet the calls of its depositors o this 

The bank knows by experience how much . money 
purpose. The cash with the Reserve Bank is also as good a 
hand. It is even better, because it gives tho customers g 
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confidence in the bank. Money at call represents loans given by the 
bank for a very short period, say a week. The bank can call up 
the borrowers to repay such advances immediately. Next are 
securities and other investments. 

The bank invests funds in Central, State and Local Govern¬ 
ment securities. It also buys some bonds and shares of industrial 
•concerns approved by the central bank. Of course, some of these 
securities can bo easily sold at a time of need, but others may tall 
in value and may not easily saleable in a crisis. It is necessary tor 
the bank, therefore, to keep its resources as 'liquid,' as possible. 
Then come 'loans and advances' which the bank has granted to its 
customers. Usually these loans are backed by approved snares 
and securities but sometimes small amounts are advanced to sate 
customers on their personal security. Such ‘ over-drafts are for \ery 
short periods and are automatically adjusted when the customer 


pa} r s m money. 

<Bills discounted ’ is the next item on the assets side. Such bills 
mature after a fixed period. Trade bills do not run for more than 
90 days in any case and are a very safo investment. In India agri¬ 
cultural bills can run for 15 months. Banks can invest their funds 
in these bills too. Unfortunately there is not as big a bill market 
in this country as in others. Banks, therefore, cannot do as much 
business in this direction as they would like to. During the last few 
years, the Reserve Bank has been trying to develop a bill market in 
India. 

The last item in the assets list is ‘ deadstock ’ mainly consisting 
of lands, buildings and furniture. They are the least liquid of a 
bank’s holdings and impossible to sell at reasonable prices on a fall¬ 
ing market. This is why banks do not lock up their funds in them 
and usually invest in secured loans and bills. 

It is not easy to read a bank balance sheet. Banks in some 
countries have different days for publishing their balance sheets. On 
the day a bank has its turn, it sells out a number of bills and 
securities and secures cash from another bank. This increases its 
cash reserve for the day. The very next day that money is thrown 
back into the market, ready for being used by the next bank. This 
temporary calling in of reserves shows each bank in turn to have 
more liquid resources than it actually has. Thus the same amount 
serves to increase the cash resources of a number of banks in turn. 
This practice, called ‘window dressing ’, is objectionable. If a country 
has a strong central bank, it can be stopped. The Reserve Bank of 
India since its nationalisation, has rid the country of many such evil 
practices. 

7. Test of a Bank’s Soundness. Profits versus Reserves. 
The balance sheet of a bank can give us an idea of its position. The 
ratio of the bank’s reserves to its liabilities is the basis of our judg¬ 
ment. You know that a bank can lend large amounts of money on 
the strength of a small cash holding. This is called ‘creation of 
credit’. If, tempted by easy profits, it carries this practice too far 
and does not keep adequate reserves, it may get into danger. Even 
a small ‘rush’ on it may land it in the bankruptcy court. Further, if 


326 


INTRODUCTORY ECONOMICS 


the bank locks up its funds in long-term investments (like factories 

lands and houses which cannot be sold at a pinch), it may have to- 
close its doors one day. 

W e may then conclude that for achieving soundness_ 

(а) a bank should not advance funds for speculation ; 

(б) it should not invest heavily in industrial undertakings which 
yield returns only after long periods ; 

(c) it should not lend very large sums of money to an individual. 
If he fails, the bank may have to face ruin ; 

(d) it should maintain a high ratio of cash to deposits, loans and 
advances. Its other reserves should be as liquid as possible. 

Thus on the one side are profits and on the other reserves. 
High reserves mean less profits. The bank has to follow a path mid- 
way between the two extremes. It should strike a happy compro¬ 
mise between liquidity on the one side and -profitability on the other. 
It has to earn profits but not at the risk of over-lending and specu¬ 
lation. It must keep sufficient liquid assets so that it may be able to 
meet the demands of the depositors. If the bank itself speculates, it 
may have to face disaster one day. The early history of joint-stock 
banking in India is full of examples where a bank had to close doors 
on account of its speculative activities. The failure of the Alliance 
Bank of Simla, a very big bank, was mainly due to this. 


There is no fixed principle about the proportion of reserves to 
liabilities. In the last resort, the amount of reserve depends upon 
the normal demands of a bank’s customers. To meet sudden calls— 
and no one can predict them—the bank’s investments should be as 
liquid as possible so that they can be easily realised. Nowadays 
every bank has to keep a percentage of its deposits with the central 
bank of the country. These balances, called bankers’ deposits, aro 
as good as money in the bank’s own till. The central bank uses 
them as a handle to control its member banks and the total issue of 
credit in the country. They are also used to help member banks in 
an emergency if otherwise they are sound. 

It is seen that in countries, where the people are educated and 
bank-minded, the ratio of reserves to advances is lower than in back¬ 
ward countries. In U K. this ratio sometimes falls as low as .) 0 
while in India it is usually higher than 10%. The ratio 1S lower in 
the case of old banks with a reputation than in the ease ol smaller 
new banks. Deposit insurance schemes are intended to inspire laitn 
amon‘ r the people in the banking system and thus give it strengtn 


and stability. . 

8. Central Bank. During the First World War and in the 
post-war period, many countries were faced with difficulties 
control of their currency and credit. The growth of centra bank^ g 
was a direct result of these difficulties. Today it is seen that almost 
every country has a central bank. This bank is expected to mamtam 
and safeguard the monetary standard of the country. In 1h P 
it in not expected to earn profits. Thus even if it is a pri\ 
tion, it is not allowed to declare dividends above a certain fixci 
rate (about 5%) ; nor is it allowed to be under party inUiienc . 
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has to perform its ordinary functions without let or hindrance, which¬ 
ever party may be in power, in democratic countries. Let us now 
study the functions of a central bank. 

Functions of a Central Bank. (1) Monopoly of Note-Issue. 
Formerly, in certain countries, many banks issued their notes. This 
resulted in uncontrolled confusion. Hence gradually the right of 
note-issue was withdrawn from ordinary banks. Note-issue became 
sole privilege of the central bank in a country and its notes became 
full legal tender. 

In issuing notes, the central bank has to follow rules laid down 
by law. It has compulsorily to maintain reserves of gold, silver, and 
selected securities in fixed proportions to inspire confidence in the 
people in the paper currency and its convertibility. Such proportions 
differ from country to oountr}' and governed by its peculiar circum¬ 
stances. Thus the Reserve Bank of India holds against notes in 
circulation Rs. 40 crorcs in gold, besides Government of India and 
sterling securities and dollar securities. Recently, the system of 
keeping reserves against note-issue has been changed. The Reserve 
Bank now (since October, 1957) is required to keep a minimum 
reserve of Rs. 200 crorcs, of which not less than Rs. 115 crores must 
be in gold. 

(2) Bankers' Bank. All other banks in the country are bound 
by law to keep a fixed portion of their total doposits as reserve with 
the central bank. These reserves help the central bank to control the 
issue of credit by commercial banks. They in return can depend 
upon the central bank for support in time of emergency. This help 
may be in the form of a loan on the strength of approved securities 
or through a rediscount of bills of exchange. Thus the central bank 
is the last refuge of other banks in difficult times, because on such 
occasions, there is no hope of getting help from any competing insti¬ 
tution. 

To turn to India. Here the scheduled banks have to keep in 
deposit with the Reserve Bank not less than 5% of their current or 
demand deposits and 2% of their fixed or time deposits as reserve. 
In return they enjoy the privilege of rediscounting their paper with 
the Reserve Bank as well as securing loans against approved securities 
when in need. 

(3) Slate Banker. Previously Governments in all countries 
had to maintain a large number of treasuries all over the country. 
Now their funds are kept with the Central Bank. This is a privilege 
for the Bank as well as a responsibility. A central bank is required 
to lend money to Central, Provincial (State) and Local governments 
when called upon to do so. Taxes flow to Government only in certain 
parts of the year while funds are wanted at all times. Hence Govern¬ 
ments borrow temporarily from the central bank in times of need. 
These loans are called “ways and means advances”. Besides these 
all other government loans, temporary (like treasury bills) and 
permanent, are floated through the central bank. In addition it 
remits government funds, purchases foreign currencies, as well’ as 
manages the public debt. Another important provision is that 
though it keeps government funds , it pays no interest on them. In 
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return, the government guarantees the stability of the central bank as 
well as supervises its activities. 

The Reserve Bank of India performs all these functions for the 
Central and State Governments and big municipal corporations. 


(4) Guardian of the Money Market. This phrase clearly denotes 
the important part played by a central bank in the credit and 
currency of a country. We have seen that credit has a much 
influence on prices in a country as money and the creation of credit 
is one of the important functions of commercial banks. Fluctuating 
prices are a source of danger to the economy of a country. The duty 
of keeping the economic life stable lies on the central bank. To fulfll 
this task (a) it can prohibit or control the inflow or outflow of gold, 
and (b) it can control the total volume of credit in the country in 
three ways :— 

( i ) By a change in bank rate. A high rate means a higher 
charge by the central bank to rediscount bills. This discourages 
traders from borrowing much. A lower rate works in the opposite 
direction. Since the Reserve Bank was established in India in 1935, 
the bank rate was maintained at 3% till November 15, 1951, when 
it was raised to 3*% and subsequently in May 1957 to 4%. 

(i») By ‘open market operation ’. If the banks wants to create 
‘easy money’ conditions, it purchases securities and releases funds 
into the market. This encourages the creation of credit. A sale of 
securities by the bank removes surplus money from the money 
market. 


(m) By changing the reserve ratios of other banks. The central 
bank may require other banks to keep higher or lower reserves 
against deposits. In America, the Federal Reserve System has this 
power. A higher reserve ratio will withdraw cash from the banks 
and leave them less resources to create credit, and vice versa. 

(iv) Quantitative and Qualitative Controls. Recently the central 
banks have started the practice of giving directions to the banks 
asking them to curtail credit quantitatively or give or stop giving 
advances against certain commodities. These have been callK se c.~ 
live credit control. The Reserve Bank of India has been making an 
increasing use of this method in recent years. 

(5) The central bank has also to keep the foreign value of the home 
currency stable. For cample, in India the Reserve Bank has kept 
the rupee at Is. 6d. sterling though there has been devn“ atl °“ 
currency in relation to the dollar (in 1949). This "as due 
reasons that India’s trade balance with U.S.A. was becoming y 
unfavourable. U K. also devalued her currency in relation to » 

dollar. Other British Commonwealth countries followc ^ j g4Q \ Q 

Pakistan which devalued only in lOoo. T»a is ''W ^ of 

1955 Rs. 100 (Pakistan) were equal to Rs. lU ^‘ jfo (Indian', 
course, officially Rs. 100 (Pakistan) are equal to»Rs. 109 ^ less 
Actually the value of the Pakistan, rupee in the nmrk^ h 
than that of the Indian rupee. In short, money should havocs ^ 
purchasing power, not only inside a country but outside 
is what the central bank has to ensure. 
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(6) The central bank performs the duty of a Clearing House for 
cheques. It settles the accounts of commercial banks and enables 
them to clear their dues by the process of book entries. 

It should be carefully noted that a central bank docs not come in 
competition with other banks. Nor docs it pay interest on the money 
kept with it. If it is a government-owned institution, it pays no 
dividends and if a private one, it distributes low dividends and hands 
over extra profits to the government. The Rdserve Bank of India 
is now a national bank and distributes no profits. 

9. The Reserve Bank of India. The Reserve Bank of India 
is the central bank of this country. It was established in 1935 as a 
shareholders’ bank under Government supervision. In 1949, it was 
nationalised. It performs all the functions which any central bank 
performs. It issues notes and keeps reserves as laid down under the 
Act. It is a bankers’ bank. All scheduled banks have to maintain 
reserves in it. It allows no interest on deposits lying with it. It 
performs all services it is called upon to do for the Government. It 
is now a strong guardian of the Indian money market. It also main¬ 
tains the external ratio of the country as a required by Government 
policy. It has tried to improve the banking system of the country 
by means of bank legislation and by issuing directives. It has 
helped banks in difficulties and prevented bank failures. It has 
controlled credit and hence price fluctuations. In recent years it has 
been following a policy of selective credit control by restricting 
advances against certain commodities. The control is very flexible 
and changes as conditions change. It has helped in agricultural and 
industrial finance and helped the Government to find finances for the 
development plans of the country. It has tried to develop a bill 
market in the country. 

In short, the Reserve Bank of India has been a very successful 
central bank and we can bo legitimately proud of its achievements. 
However, its control over the money market is limited since indige¬ 
nous banks, supplying 90% credit, are outside its control. 

10. Exchange Banks. These are huge concerns with vast 
capital. Their activities cover the whole globo in the financing of 
international trade. They do business on a very small margin, but 
as the business is vast, their total profits are huge. India has no 
exchange bank of her own. Her joint-stock banks finance the foreign 
trade to a small extent. India should have a fir^t class exchange 
bank now that she is free. The need for such an institution has 
been rendered all the more urgent because of the programmes of 
economic development now in hand. 


WHAT WE GATHER FROM THIS CHAPTER 

Definition of Banks. It is an institution which recoivcs deposits from the 

public and makes advances to businessmen. A bank creates ‘credit’ and earns 
commission in the process. 


or ‘hnnrV^Jn f Ban ~ S -, Tho Urm bank originated from the Italian -banco’ 
ntnnl? P t w 1Ch m ° n ®y- cha ?S ors or goldsmiths eat and changed coins for 
S thA n ? 1 t T t ^ d th0 . m witl ‘ raon °y to be kept safe and to bo withdrawn 

tin™?* f neod '. Espononco showed these bankers that large sums of money 

no7l»nd l ™y* thorn “Well”, someone must have a-gued, “why 

whiihtouM “tapl“ro?mX eyb0S " nt0i83U3 r00 “ Pt3 d ° P03il3 - 
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Advantages of Banks ; 

(1) They help industrialists. 

(2) They give financial aid to traders. 

(3) They mobilise savings of individuals and help in capital formation- 

(4) They grant remittance facilities. 

(5) They help in the movement of crops. 

(6) They facilitate travelling. 

(7 1 They arrange for safe oustody. 

(8) They perform agency functions on behalf of their customers. 

Banks are classified as : 

(1) Commercial banks which finance trade and grant short-term credit. 

(2) Exchange banlcs which financo foreign trade. 

(3) Iiulustrial banks which provide long-term credit to industries. 

(4) Co-operative banks which provide credit to poorer people and agricul¬ 
turists. „ 

(5) Savings banks which help people with small incomes to save. 

(G) Central bunk. 

Functions of Banks. “A bank is an institution which deab in money”. 


It performs these functions: 

(i) It accepts deposits— current, fixed or saving accounts according to the 
notice neeessaiy to withdraw them. 

(«) It advances loans through granting over-drafts, or by ‘creating < epo- 
sits’, i.c., cash credit system. 

(tit) It discounts bills. A bank accepts bill of exc ; i .“ n 8 e ^ <l p ^j 
{ ) current value minus discount. It keeps them t.ll maturity and sav is 

the difference as its profit. 

(iv ) It performs some otter minor “provSe? sffoVopos^ 

clients, serves os a trustee, executes wills and proviues i 

vaults. . 

Balance Sheet. Every bank publishes stetsments oHts tavern 

position. There are two columns in the balance sh „ which moans 

But the real position can be concealed through "window-dress,ng , wb.cn 

getting cash temporarily for show. .. 

Bank Reserves and Profit. To rth 

bank must keep reserves in the form of (a) cashin l M j int0 cash 

the central bank, un.l (c, liquid mvestments which tbat purpo.-o invest 

when needed. At the same time, it mut P liquidity and profitability, 

its funds. It must, therefore, strike a mean between hquuhty ^ thora 

Central Banh. To safeguard the monetary interests or 
must bo a central bank. iosue. It 

Functions bf Central Bank. (1) 11 ^ t,v p“"h^metallic reserve has 
has, further, to keep the value of °b all korV bank and » Jho 

to bo kept by the Central Bank. 1-) . to t \ i0 Government. (4) It 1 . 

lender in the last resort (3) It is bank " b {a) changing the h* 

rruardian of money market. It act.-* in this capac y t*r«i# (°) ‘v 

Se.t" l°owe,i„g y it if more sTcurities in .he 1-» 

•open market operations ® ratios of commercial banks. 

market, and (cj by changing tl - _Q t It does not 

Tht Central Bank does not function for the sake of profit, 
compete with other banks. of India, was estob- 

,, , 

Book. “li Z proved a very successful Central Bank. „„ n0 

Exchange Banks. Tlioy finaneo international trade, 
bank of her own. 
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CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1 “It is the function of the banking system to keep the wheels of produc¬ 
tion running.” Elucidate the above statement and indicate the economic 
that a country derives from a sound banking organisation. '• ^ ) 

[See Sec. 3. Banking system [mobilises tlio idle f» Ddd ol ,,l .° 
country, and iu its turn oils the wheels of productive machi¬ 
nery.] 


banks help trade and industry ! Do ycu need different kinds of 
icullure, trade and industry t Why '! (Ajmer 1. o->) 


2. How dob 

banks to finance agric^ - , _ 

[See Secs. 3 and 4. These are the days of specialisation and 

hence different kinds of banks.] 

3. What is a bank ? Enumerate the various types of I ' an k?" ndl 

types of works they specialise in. [Seo Sec. 4 ] [J- & A. UoS , P.U. ^ ) 

Or, 

What are banks ? Classify them according to their functions and «?;>/«!« 
the functions of commercial banks. [See Sees. 1, • and «*.] ( johi my • ) 

4. Ilow docs the banking system of a country lulp its economic develop- 

merit T 

[Capital grows through saving. Capital is very essential for 
economic progress. Credit further facilitates industrial develop¬ 
ment and commorce. Banks holp in the for/imtioii of capital 
and supply credit.] 

5. What arc the services performed by a bank ? Is the village -1 laliajm in 
India a banker in the true sense of term ? 

[Sea Secs. 3 and 4.] ( U.P. Inter. Board 1047) 

[No, the village Mnhajsn is not a banker in tbo true sense of tlio word.] 

6. (a) What is a bank ? Describe the functioi>s of a modern bank. Discuss 
“Bank is u factory of credit.” 

(C.U. 1017 ; C.U.B. Com. 1939 ; All. 1937 ; Delhi 1910 ; U.P. Board 195C) 
(b) Fill in the blanks by using one of tho words in brackets — 

The banks . (do pay', do not pay) interest on current und 

demand deposit?. 

[See Section 1 and Section 5 ( b) (ii). Tbo power of a bank to 
create credit is limited. It is checked by tho need for reserves 
and by' the policy of the contral bank.] 

7. Name three or four imjwrtant commercial banks of India. Describe 

their main functions. [See Secs. 4 (a) and 5.] (Delhi II.S. I960) 

8. Indicate carefully the functions of a commercial bank. Why is it said 

that the function of a banker is that of a middle-man ! (Delhi 1955) 

Or, 

What arc the important functions of commercial batiks ? Do you agree with 
the view that “banks arc factories of credit” ? [See Sec. 5.] (J. <£.* K. 1956) 

Or. 


Explain how bank creates credit. 

9. Draw up the balance sheet of my commercial bank working in your Stale. 
Explain clearly the items entered in the two columns of the balatiee sheet. 

[Seo See. C.] (P.U. 1953) 

10. What is a bank 1 Describe the vunous forms of money that banks 

usually create. (1> % U. 1913) 

[See Sees. 1 and 5 (6) (ii). Strictly, it is not currency money 
that banks (excepting the Central Bank) create but credit money’., 

11. Hoxo does a bank make its profits ? What is meant by “run upon a 
bank” 1 In what cases may a run upon a bank cause its failure T (P.U. 1935) 

12' If you have to make payment to a distant place in India what form of 
remittance would you choose, and why T (P.U. 1912) 

[It can bo done through a money order (telegraphic or ordinary'), 
a postal order, a cheque, or a bank draft. A bank draft is the 
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cheapest, the safest and the most convenient method if the locality 
has a bank, otherwise a money order is more convenient.] 

13. What limits, if any, arc there on a bank's power of creating credit ? 

[See Sec. 7.] (C.U.B. Com. 1940 ; All. 1940 ; Agra 1923) 

14. What is a Central Bank ? What are its functions ? Is the Reserve Bank 
of India performing these functions successfully ? 

[See Secs. 8 and 9.] (Bombay 1942 ; U.P. 1951 ) 

15. What is a Central Bank ? What are its functions ? Hoxo does it differ 

from a commercial bank ? [See See. 8.] (P.U. 1955) 

10. What is a Central Bank ? What are its functions ? Which of the 
functions are more important in a country like India ? (P.U. Inter 1961) 

17. In uhal ways docs the Central Bonk of a country control credit ! 

JS. Distinguish between the functions of the Reserve Bant; of India, and a 
bant: such as the Punjab National Bank and the Central Co-operative Bank of a 

district. [Seo Section 5, Soction 4(f) and Section 8.] 

19. Give a brief account of the kcserve Bank of India and analyse its 

functions. l‘^ ee ^ ec - . 

20. Briefly describe the functions of an Exchange Bank Compare^. 

functions with those of commercial banks. (• • 

■21. Write short notes on: (a) Clearing House, (b) Bank Rate. (P. • > 

(u) Everv bank receives every day cheques from their clients, which 
' are cometimos drawn on other banks to l.o deposited in heir 
' accounts To settle such accounts clearing houses have b, 0 
set up, whore representatives of all banks meet every day.] 

6) The bank rate is the official minimum rate of discount at who 

( ) the Central Bank discounts hills of exchange.] [bee Sec. 8 (4) 

22. Write notes on:— ...... 

«,) ‘Fiduciary', (6) 'open market operation, , and <c) bank rale. 

(,!) Ch. XIX Sec. 10. Ch. XXII See. S (4) (.) and (..),] 



CHAPTER XXVIU 

INTERNATIONAL TRADE 

"Goods for Goods" 

1 What is International Trade ? Go to a general store 

near your house and if you put your question politely enough you 

will learn that m my of the goods in stock were not made m India. 
They have come front all over the world. Tooth-pastes, brushes 

wool cups and plates, tinned butter, jam and what not are almost 

all foreign. They have come all the way from U.K., U.S.A., 

Australia Japan, ind elsewhere. Practically the whole world has 
contributed its share to fulfil your needs. In return for these good. 
India gives many goods such as oil-seeds, jute goods manganese ai 
tea, which she produces. This exchange of goods between citizens of 
different nations is culled International Trade. 

2. International Trade Then and Now. This kind of trade 
across national frontiers has grown in size with improved means o 
transport. Steamships and railways have thus been largely respon¬ 
sible for this increase in the volume of trade. The aeroplane is also 
helping in the good work. 

With the introduction of mechanical transport, tho world has 
become a small place. Goods are constantly transported from 
country to country. Freights are cheap. It does not take much 
time and money to sencF'themfrom one end of tho world to anotln r. 

Not only has trade increased in volume, but it has also changed 
in character. In the past trade was an adventure. The very names 
of goods traded in old times go to the head like wine, ivory, myrrh, 
silk and pearls. What do you say ? Don’t your senses reel ? Doesn’t 
your mouth water ? These and such like goods formed the stock in 
trade in old times. Today, on tho other hand, wo import and 
export pots and pans, bran, kerosene, rice, pig iron, and such other 
uninteresting things. Instead of exporting diamonds we might 
export coal and cement. Trade in choap goods of this typo has been 
made possible only through a fall in freight rates. The development 
of banking and credit has provided facilities for trade across tho 
frontiers. As a result one can say positively that no country in the 
world, however huge and populous she may be, is self-sufficient— 
not even U.S.A. or China, blessed as they are with vast natural 
resources. None of them can stand alone without imports from other 
countries. Of India, too, the same is truo. She too is not self- 
sufficient. Her prosperity and, one may say, even her vory existence 
have been possible because of the food and machinery she is able to 
import. 

3. Need for International Trade. When the earth was 
created, nature did not distribute her resource* uniformly. Some 
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parts of the earth were blessed with some kinds of wealth and others 
with other kinds. Thus U.S.A. has plenty of coal, iron and oil. 
Australia has great agricultural and animal wealth. Norway and 
Sweden have forests and hydro-electric resources. England has iron. 
India has tea and manganese. In fact there are no such areas as 
have absolutely nothing. As a result almost all communities depend 
on others for a variety of a foodstuffs, minerals, raw materials or 
manufactured goods which the}' cannot produce themselves and in 
return for which they give what they have. Thus India sends out 
tea, coiTee, hides and skins, cotton and jute goods, and manganese to 
other countries in return for machines, chemicals, rice, medicines 
and other soods she needs. 

Similarly all people do not possess and cannot learn the techni¬ 
que of production at equal speed. Inborn ability varies with land 
and climate. This results in differences of ‘know-how’. Thus 
Americans and Germans are clever engineers. The Japanese are 
good organisers. The Frenchman is an artist, while Englishman 
is a shipbuilder. International specialization naturally follows from 
these differences in industrial ability. As time passes, however, these 
differences tend to diminish and backward countries like India are 
forcing ahead and learning things. All the same no nation has 
enough facilities for economical production of all the goods roqmred 
by it today. These are the reasons why international trade has come 

into existence and why it persists. 


4 Differences between International Trade and Inter¬ 
nal Trade. Trade means exchange of goods. What d,IT ^ e ^® 
then does it make to the theory of trade whether these goods are 
made in the same country or in different coi ntr es ? W s 

separate theory of international trade neeoed . e ■ , 

foreign trade are really one and the same. They both imply ex 

change of goods between persons. They aim b >t g 

increased production through division of la )our. 

There are however, a number of things which make a difference 
between foreign trade and domestic trade. They are as under 

morel ^ ^ 

K strange, does it not, that man «ho«Wl^ 
1)0 has legs of his own ? But, beside. le„., , wa ° c at home 

ments He loves and ho hates. He prefers a loner = re 

to a. higher one abroad. A foreign country m^ami t ^ ^ ^ 

name on the map. To an average Indian, for not known, 

distant land beyond the ‘black water whose bim. It 

Whose language is strange and whose customs look T c ^ ]a even 

would he very difficult to persuade hm t° m.g rato lo ar0 

if he is allowed to do so. For it is welhknown that often p J ^ 

barred from settling in another country >y r s production 

of immigration laws. Hence differences in the cost or pr ^ ^ ^ 

cannot he removed by moving men and * n - * . w jthin the 

movement of goods. On the contrary, betvu. 


INTERNATIONAL TRADE 


335 


same political boundaries, people distribute themselves more or less 
according to opportunities. Real wages and standard of living tend 
to seek a common level though they are not wholly uniform. 
In India which is a vast country, you find, for instance, the Bengali 
working in the Punjab, while the Punjabi is found almost every¬ 
where, °in Bombay, in Calcutta and even in distant Madras. As 
between nations, however, these differences continue to persist for 
wages and check population movements. Capital also does not move 
freely from one country to another. Capital is shy. 

({») Secondly, each country has a different currency. India, 
for instance, has the rupee, U.S.A. the dollar, Germany the mark, 
Italy the lira, Spain the peso, Japan the yen, and so on. So buying 
and selling between nations give rise to complications absent in 
internal trade. Devaluation of the pound and the rupee in 1949 
further complicated matters. 

(iii) Trade between different countries is not free. Very often 
there are restrictions imposed by customs duties, exchanges restric¬ 
tions, fixed quotas or other tariff barriers For example, our own 
•country has imposed heavy duties on the import of motor cars, 
wines and liquors and other luxury goods. 

(tv) Knowledge of other countries cannot be as exact and full 
as of one’s own country. Differences in culture, language and 
religion stand in the way of free communication between different 
countries. On the other hand, within the borders of a country, 
labour and capital freely move about. These factors, too, make 
internal trade different from international trade. 

(v) Then costs of transport and insurance also check free inter¬ 
national trade. The greater the distance between the two countries 
the greater are these costs. Wars increase them still more. 

Interdependence, of External and Internal Trade. In spite of 
these differences, however, international and internal trade are 
interdependent. For example, restrictions imposed on imports of 
goods from some foreign countries would throw out of work people 
in those lands. Being out of the work their capacity to buy domestic 
goods, too, is decreased. They are compelled to seek new occu¬ 
pations. Thus the domestic trade of a nation cannot continue to 
flow in its accustomed channels if foreign trade should cease. The 
■extent of dependeuce varies with different countries. 

Prosperity and standards of living in the U.K. and Japan, for 
instance, .almost wholly rest on foreign trade. This is not so much 
the case with U.S S R. and U.S.A. India is more akin to the latter 
class as she has plenty of natural resources which will enable her to 
stand on her logs ultimately. 

5. Basis of International Trade. Differences in costs of 
production in two countries make exchange of goods profitable. 
Exchange will not be beneficial if goods are produced at the same 
cost. A lower cost of production gives an advantage to one country 
•over the other, and vice versa. Now this advantage can be of one of 
the following three types :— 

(t) Absolute Differences in Costs. Suppose a country has 
* monopoly in the production of a commodity. If other countries 
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need this commodity, the country producing it will have an absolute 
advantage over them. Thus India has almost a monopoly of manu¬ 
factured jute (with the exception of Pakistan) and all other count¬ 
ries that need jute goods must buy them from India. Such absolute 
advantages are usually the result of differences in climate or other 
natural gifts. 

(ti) Equal Differences in Costs. The differences in costs 
will be called equal, when a unit of productive power produces 

in country A, 20 tooth-brushes or 1 md. of sugar, 

and in country B, 10 tooth-brushes or \ md. of sugar. 

In this case, both tooth-brushes and sugar will tend to be exported 
from country A to B. In payment for these, gold and silver will 
have to be constantly sent to A by B. This cannot go on for ever. 
Import or specie into A will raise prices there and export of goods 
into B will make things cheaper there. Thus the difference between 
the price levels of the two countries tends to be equalised and as a 
result tho trade between them must cease. In country B, 20 tooth¬ 
brushes can be exchanged for no more than 1 inaund of sugar 
Trade in such circumstances will, therefore, either not start, or if it 
does, will come to a stop very soon. Tn both countries \ maund of 
sugar can be exchanged for 10 tooth-brushes. None of them gains 
by selling any of the two commodities. 

(m) Comparative Differences in Costs. It may be more 
profitable for a country to import some goods from another countr -'' 
even though she can produco them cheaper herself. This she will 
do when she finds that her labour and capital can achieve better 
results when employed in producing some other goods in "Inch s io 
enjoys a greater relative advantage in production, ihus Engiam 
may import dairy products from Holland even though she can pro- 
duce them cheaper herself, because she gains more by concern ra¬ 
ting on steel goods and exporting them to Holland. Such a <Jiff 
is called comparative difference and forms the basis of P e . 

international trade. In these circumstances, the trade betwee 

two countries will not only start but will continue. _ 

G. Theory of Comparative Costs. This theory isit «' a ^ 

of international trade. It explains that “it pays ®°V segg t j 10 
specialize in the production of those goods in whic J P digac j van . 
greater comparative advantage or the least comp 

To take an example, we see that when a unit 
power produces in country A, 20 tooth-brushes or 1 md of: 8 «g fln 

in country B, 15 tooth-brushes or I md. 0 f.^^ f r V^ n to oth brushes 

advantage over country B in the products vanta g 0 ’ in the 

and sugar. But she has a greater ‘compara a “'^ oth corn- 

production of sugar. Country B is at a disadvant 

modities but the‘comparative disadvantage isless i rushcs . 

brushes. Hence A will specialize in sugar and B m tootn 

This is the law of comparative costs. t } iat 

When it is applied to international trade the theory t ^ 
a country tends to specialize in the production of os . n t is not 
it enjoys greater'comparative advantage. What is I 
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the cost of a commodity in A and its cost in B blit tlio ratio between 
the costs of the two commodities in the two countries. “The difference 
in the comparative cost of producing the commodities exchanged is 
essentia! to, and sufficient for, the existence of international trade.” 

( Cairnes ). In the above case, the ratio of costs is different ; bein :— 
1 md. of sugar : 20 tooth-brushes in A, and 1 : 30 in B. Hero both 
countries stand to gain from trade. 

It is strange indeed to find a country importing a commodity 
from another even when she can herself produce it at a lower cost ! 
For instance, we find in actual life that though England can produce 
both dairy products and machinery cheaper than Denmark, yet she 
imports dairy products from Denmark and exports machinery. IIow 
is this paradox explained ? Well, like this : 

A professor can probably black his own shoes better than his 
servant and can, of course, lecture far better. But his time is more 
profitably used with his books than with brush and polish. A doctor 
may be a better dispenser than his assistant but it pays him to 
examine patients and leave dispensing to his compounder. In the 
same way, England imports cheese because she gains more by making 
machinery. So it is not very strange after all ! 

Obviously every nation used its resources in such channels as 
will yield the best results. This is the real basis of all international 
trade. The theory has been, however, criticized. It is argued that 
a nation may sometimes not be aware of the advantage it°possesscs 
and, therefore, may not specialize in industries for which it possesses 
the greatest resources. But this can be only in the short period In 
the long period, every nation will tend to divert its resources into 
channels where it expects to gain maximum returns and will try to 
secure all the profits it can from foreign trade. 

. A 11 t] ; e in 2°F ld toda y is 8een that many countries 
are trying to attain self-sufficiency and to develop industries in which. 

they have not got a comparative advantage over others. They feel it 

essential to develop key industries even if they have to make some 

tiona^nn t° ^ Fr0 J; cct ™ n 1S ado P tcd and other kinds of restric¬ 
tions on trade are used. These nations are keen on developing their 

key industries out of fear of war. Thus the cost of production is 
ignored in anticipation of an emergency 

A 20 tooth-brushes and 1 md. of sugar. 

B—15 tooth-brushes and h md. of sugar. 

Total production in A and B = 35 tooth-brushes and 1 J m ds. 

power for sug^LdTior tooth-brushes. b ° th nn ‘ tS ° f P roductiv& 

A will thus produce with 2 units of productive power - 

B will produce with 2 units of productive power-^ ° f ^ 

30 tooth-brushes. 
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Comparing the two positions, we find that with specialization, 
there is a gain of | md. of sugar and a loss of 5 tooth-brushes on the 
whole. Referring back to our equation we see that £ md. of sugar 
is equal to 10 tooth-brushes in country A and 15 • tooth-brushes in 
B. Deducting the loss of 5 tooth-brushes from this profit, there is a 
net gain of 5 to 10 tooth-brushes. 

How this gain is distributed. This net gain will be normally 
shared by the two countries. In the above case, the rate of exchange 
of the two commodities will be somewhere between : 


1 md. of sugar = 20 tooth-brushes, and 

1 md. of sugar = 30 tooth-brushes. 

We are sure of this because A will not accept less than 20 
tooth-brushes for a md. of sugar and B will not offer more than 30 
tooth-brushes for it, under any circumstances. In between these two 
limits, the exact rate of exchange will be decided by the relative 
bargaining 'power of A and B. The country, which is more anxious 
to secure the goods of the other, will be in a weaker bargaining 
position, and vice versa. In other words, the gain from international 
trade will be shared according to the reciprocal demand, i.e., the 
elasticity of the dem/ind of each country for the other's goods. The 
ratio of exchange of demand will be anywhere between one maund 
of sugar to 21 to 29 tooth-brushes. 

The gain is thus shared by both countries. But the bigger 
share goes to that country which has an elastic demand for imports 
and whose exports have an inelastic demand. 


8. Advantages of International Trade. The advantag es 
of international trade rest on international division of labour. There 
is World-Wide specialization in industries which results in increased 
total production and other advantages which are as follows . 

(1) The productive resources of the world are utilised'*<>§*!** 
advantage. Every country concentrates on the production o g 
for which it is best fitted. There is economy of effort and & corn* 
quent fall in prices. Thus every country receives the highest 

from its resources. 

(2) A country is able to consume goods which it J*** 0 ^*”?" 
at all or only at an impossible high cost Thus ' cons^ ^ ^ 

a large variety of products. Commodities p This pr0 vides 

find their way to the temperate zone, and vice\ters • 
greater economic welfare and a higher standard 

(3) Violent price fluctuations are toned .A® 

market is enlarged by trade, the effects of tho dlst n If, at 

spread over this large area and prices become f ifc can b e 

any time, the price of a commodity goes up abnormal), 
imported from abroad and its price brought down. 

(4) Shortages in times of famine and scarcity can « The 

imports. Surplus produce can be sent out to nce( ty Food 

world then tends to be united into one economic u„.t 
scarcities in India and Europe are being relieved by imporr 
.plus foodgrains from U S.A., Canada and Australia. 
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(5) Countries economically backward but rich in unused resources 
develop their industries. Japan provides a good example. India is 
also adopting the same methods. In the early stages, the industries 
of a backward country have to bo protected but onco they develop, 
free trade stimulates them still further. 

(6) Trade develops racial sympathies and creates common in¬ 
terests. Man gains culturally and the cause of world peace is help¬ 
ed. Exchange of goods is accompanied by exchange of ideas. This 
promotes international understanding. Since a war is bound to 
interrupt international trade and put the people to loss, every effort 
is made to avoid it. 


(7) The existence of international trade promotes peace. It tends 
to kill jealousy. No country, however big, can be self-sufficient. To 
achieve self-sufficiency, it will have to undertake expensive wars, 
conquer free areas and convert them into colonies. This is horrible. 
Free international trade supplies the essential needs of nations and 
thus checks their greed and desire to conquer. 

9. Disadvantages. In theory no one can dispute the 
advantages of international trade. But in practice tho other side of 
the picture cannot be ignored. Some countries, speoially those which 
are at a lower stage of industrial development, have had a bitter 
experience of international trade. The disadvantages are : 

(1) The worst effect of foreign trade on backward countries is the 
destruction of their handicrafts and cottage industries. In India such 
industries had reached a high stage of perfection. The flood of 
eheap British manufactures swept them before it. In recent times, 
Japan tried to crush our cotton industry by flooding Indian markets 
with cheap goods and protection had to be granted to save it. 
Industrially weak countries have to suffer like this. 

(2) The empire-builder follows the trader. The foothold gained 

by traders is used to complete a country’s political slavery. For 

example, the British came to India for trade and stayed to rule. A 

powerful country can easily find some excuse for attacking a weak 
country. 


(3) Dependence on foreign goods creates difficulties in time of war 

when the country xs cut off by enemy action. India had to face great 

trouble m getting ordinary articles like needles, tools and medicines 
during the war. 


(4) Extreme specialization, which makes a country depend on 
one or two industries only, is bad. This is like putting all one’s eggs 
m ono basket. If a substitute is discovered or the industry other¬ 
wise suffers, the economic life of the people would bo endangered. 

whic \ sel1 P^mary commodities and buy manufac¬ 
tured goods tii return, are losers. The standard of living of the people 

re P. ams _, low ; And the pity is that this stoteof 

si srrex-i”- u .i sssr % 
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(6) Foreign trade may completely exhaust a country's natural 
resources like coal and oil which are irreplaceable. These goods are 
exported for the sake of profit. But the country suffers in the long 
run when their source is dried up completely. 

(7) Imports of harmful drugs and luxuries , as opium in China 
ruin the health of the nation. For the use of such harmful articles, 
the blame must be put on international trade which brings them 
into the country. 

(8) Through foreign trade , the economic troubles of one country 
are communicated to others. The economic disturbances in one 
country are transmitted to others and their economy is upset. For 
example, the collapse of American markets in 1929 resulted in world¬ 
wide depression. 

(9) Trade rivalry leads to war and friction. Germany’s desire 
to secure markets for her goods was the most important cause of the 
last two World Wars. Commercial competition often strains rela¬ 
tions. Nearer home, India and Pakistan find it difficult to come to 
an understanding due, to some extent, to a clash of trade interest. 

10. Advantages and Disadvantages to India. Even 
though India is a vast country, she lacks goods without which the 
standard of living would be at a low level. There are also many 
other types of goods, such as machines, medicines, etc., which India 
cannot produce herself. These she must import from U.K., Europe, 
U.S.A. and elsewhere. 

She has a great deal of steel but she cannot convert it into 
precision tools and delicate machinery. She lias to buy them from 
U.S.A. and U K. to establish factories. Every two persons out ot 
three in India are engaged in agriculture. But the produce per aero 
is so low that unless foodgrains and raw cotton are imported, many 
will starve and go naked. This will be true till India produces more 


per acre. . , . 

On the other side, there are a number of commodities hkojute 

goods, tea, manganese, skins and hides and 0ll - sc eds which n 
in a position to spare. She exports them and thus pays 

imports from abroad. , . 

. In modern times, India is importing large number of techni¬ 
cians to set up and organise factories in the country. 

Contacts are o P f i~so value. Indian philosophy has made a nch 

contribution to the culture and thought of the world. 

Thus India gains economically and culturally from international 


^Disadvantage to India. It is obvious that Into suffered 

result of free international trade policy in the 0 ^ riti ,h Empire 

rlnfltries were ruined in competition with England. The r ,fthe 

wa^ established in India as a direct consequence of the advent of the 

English as traders. For a century or more, Ind.« ™ 

sell raw materials to England in exchange for manula b 

As a result, the standard of living in India was on a ““h 0 ” 1 '" 
as compared with that in Britain. No doubt mternat.onal trade can 
be very useful but it can also do much harm, when one of the count 
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ries is politically under the other and is not as industrially advanced. 
But international trade has come to stay. It cannot now be abo¬ 
lished ; it3 evils should bo minimised. 

11. Obstructions in the way of International Trade. In 
spito of the great benefit of international trade, but in view of some 
admitted disadvantages, various nations have at one time or other 
had to give up the ideal of a wholly free trade. They had to adopt 
measures to restrict imports and exports. There are economically 
backward countries like India with potential resources. Owing to 
political circumstances, they had to export raw material for centuries 
and to import finished goods in exchange. Standards of living in 
such countries have always been low. This resulted in political unrest 
and discontent. Such reasons led such countries to impose restrictions 
upon trade with other nations. There are some other countries like 
Germany which put the ideal of national self-sufficiency before them. 
They argued that imports were bad, exports good. Imports make a 
country poor, exports make her rich. Such ideals havo long gripped 
the minds of people. To secure this self-sufficiency, various devices 
were put into operation by different nations. They are as follows : 

(a) Clearing Agreements are barter arrangements between two 
countries by which commodities are exchanged but no money is paid. 
For example, Pakistan might give India a million tons of wheat in* 
return for some coal, textile and cement. 


(6) Quotas. Quota regulations fix definite quantities of imports 
of various commodities from other countries. Sometimes these regu¬ 
lations are made more strict by prescribing conditions for liconccs°to 
be secured before goods can be imported. At one time, according to 
lndo-Japanese agreement, quota of cloth to be imported by India was 
fixed. No more than this quota could bo imported. 

(c) Import Boards are appointed to regulate imports and to 
secure the home market against undue competition from abroad. 

, ('^) Exchange Control Departments are established to control 

dealings in foreign exchange of some or all countries. 


(e) A Protective Tariff. The above and other such devices are 

used to secure national sufficiency and to reserve the home market 

tor home-made goods. But the most common device for the protcc- 

is th ? imposition of duties on cheap imports 
rom abioad. If duties are levied for revenue duties only, it is called 
a revenue tariff. We discuss protection in detail below. 

12. Arrangements in Favour of Protection PmtPftinn 
aims at helping home industries against foreign competition This is 

producer^ im P ort f d £ oods > or bounties to domestic 

J j lm P° r t duty makes the foreign articles sell at higher 

the^followiiig objectives*:— 0 mam,faCtUreS - Tbis is used with 


(1) To help infant industries. An infant has to be orotected till 
it grows to manhood. ‘Nurse the baby, feed the infantCd fl e th" 
adult .,s a well-known maxim. Protective duties are ‘crutches' to 
teach new m anufacturers to walkd The advantage thus gained ‘ s 

d:_I I _ ° 


Fiscal Commission Report (India), 1922. 
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often greater than the cost paid bj 7 consumers in the shape of higher 
prices. India decided to protect some important industries on the 
recommendation of Fiscal Commission of 1021-22. 


(2) To keep ‘money at home ’. When we purchase sicadeshi goods, 
we are keeping purchasing power in our own country. It is possible 
that we are paying more for these goods than we may have to pay 
for foreign goods of the same quality, if allowed to come in freely. 
But we do not mind paying more and feel a glow of pride, when mak¬ 
ing a little sacrifice. 

(3) To get an inflow of gold. When you send goods to others 
and close your doors to others’ goods, you may have to be paid in 
gold. 1 This will be possible, however, only when your goods have an 
inelastic demand and the others either cannot or do not retaliate. 


(4) To develop'key industries .’ Key industries arc keys to 
further industrial expansion. Thes provide machines and materials 
for other industries. They have a strong case for protection it they 
need help. Chemical and metallurgical industries are of this type. 
Thev serve as a base for national economy. They are essential for 
the “defence of the country in war and its prosperity in P^e. fhis 
was a very strong argument to persuade the Government of In ba 

protect India’s heavy chemical industry. 

(5) To attain self-sufficiency. When the government wants to 
make the country independent of foreign supplies, protection i 
necessary This is sometimes considered necessary for reasons of 
defence.^Adam Smith said, ‘-Defence is better than opufcmoj. Com- 
nlcte self-sufficiency, however, is impossible and even a partial n 
Fs costly Therefore, self-sufficiency should he sought for only m 
essential industries. 

(G) To secure diversification of occupations The greater the 

s§:?ii mmms 

rtificial aid of protection. foreign 

(7) To prevent dumping of foreign goods. ^ a price 

country plans to crush home industry by selling g od guch a 

even below the cost of production, i h permanent ; but 

supply of cheap goods m, g^t bo welcome and then to 

'iiT, 0y .irEr6 AiSU” 

are! therefore, justified to save the home industry. ^ 

(8) To create employment. Protectmn h p t doubt P that the 

— U '’ der PrOteCti0 " 
-r arc 

when once given, cannot be ea J ' d start kiok j ng when‘it is 
admit that they are grown up. - 

- l . Th.O.S.A.^ tb.b^of th, world’s g,ld I- 

t ho wnr of 1914-18. She still has 60% of lt " 
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attempted to take away protection. It creates strong vested inter¬ 
ests The industries concerned think more of keeping the protection 
than of improving their efficiency. They try all sorts of methods, 
including bribes and threats to persuade the government to allow 
them to keep on enjoying protection, even though it may havo be¬ 
come a heavy burden on the consumers. 

Protection is bad from another angle too. It invites retaliation 
from abroad and creates enemies. Besides, it sacrifices the advan¬ 
tages to be gained from international division of labour and thereby 
makes the world poorer. Further, consumers and unprotected in¬ 
dustries suffer. The protected ones do not try to improve themselves. 
They become slack. Protection serves as an opiate and sends them 
to sleep. In view of these drawbacks, protection should be given 
only to those industries which cannot do without it or those which 
are expected to prosper quickly with its help. It should also be given 
in moderate doses, and for a temporary period only. 

14. Protection in India. A special type of protection was 
introduced in India known as discriminating 'protection. Discriminat¬ 
ing protection means that all industries should not bo protected. A 
proper selection should be made and only those industries be protect¬ 
ed which have potential resources and are needed for the prosperity 
of the country. Growing grapes in sandy Hissar (Punjab) would be 
verj 7 costly and should not be attempted by means of protection. 
The cost would be too heavy. 

This kind of selective protection has been styled ‘Discriminat¬ 
ing Protection* in India. It was granted to a number of industries in 
India after 1922. These industries had to satisfy three main condi¬ 
tions (known as the triple formula) before they were considered eligi¬ 
ble for help. These conditions were : 

(1) The industry must possess natural advantages and a large 
home market. In other words, it should have an abundant supply 
of raw materials available in the country. Large supplies of skilled 
labour should also be available inside the country. 

(2) The industry must be one which was not likely to develop 
without protection, or develop as rapidly as desired. 

(3) Ultimately the industry should be able to face world com¬ 
petition, and stand on its own legs. 

There were some other subsidiary conditions too. Indian 
opinion was very critical of all these conditions. It was rightly con¬ 
sidered that hard and fast rules should not be laid down regarding 
the granting of protection to an industry. These conditions were 
too rigid and few industries in the world could satisfy such rigorous 
tests. The ‘triple formula* was not only very harsh, but it was also 
incompatible. If an industry bad natural advantages (first condi¬ 
tion), it will be able to grow without protection and will thus not 
fulfil the second condition. 

However, it cannot be denied that this policy, halting though 
it was, enabled India to develop some industries and save others. 
Steel, cotton, sugar and paper industries owe their development to 
this policy. 
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Developmental Protection. After the Partition in 1947 the 
pohey of discriminating protection was discarded in favour of a 
policy of liberal and developmental protection. This policy was laid 
down by the Fiscal Commission of 1949-50 According to this 
Commission, protection should be granted to reduce unemplovment 
in the country, to utilise natural resources, to raise standards, to 
improve agriculture, and to develop cottage as well as large-scale 
industries. The lack of raw materials for an industry should not 
stand in the way of help being given to it, provided the industry was 
sufficiently important and possessed other economic advantages such 
as an internal market, labour supply, etc. Any industry which needs 
development, in national interest, should receive protection. 

Thus the concept of protection has wholly changed in India and 
a national policy is being pursued in this connection. 

WHAT WE GATHER FROM THIS CHAPTER 

What is International Trade ? Exchange of goods between citizens of 
different nations is called International Trade. 


Its Character. Mechanization of transport lias increased it in volume 
and changed its character. No country is sclf-suffioient. Cheap things aro 
oxchanged today. 

Its Need. All countries are not equally blessed with resources. They 
buy what they lack and sell what they can spare. All people are not equally 
good technicians. They have to learn from one another. 

Difference between External Trade and Internal Trade : 


(t) Labour and capital are not so mobile between different countries as 
within the 6ume country. This is duo to sentiment and legal 
restrictions. 

(*») Each country has a different currency system. 

(fit) Laws and government policy aro everywhere different. 

(tv) Knowledge of other countries cannot bo as perfect a9 one’s own. 

(v) Transport and insurance costs make a groat difference. 

Interdependence of External and Internal Trade. Poople aro thrown 
out of work on account of restrictions on foroign trade, domestic production 
suffers and internal trade decreases. 

Basis of International Trade. International trade takes place if the 
cost of production of goods exchanged differs in the two countries. The i cren- 
ces in cost may bo of three kinds :— 

(») Absolute difference, when an article cannot be produced any whore 
else or only as a prohibitive cost. 

(it) Equal difference, when a country is as well-placed in the produc¬ 
tion of two articles as another country. . 

(tit) Comparative difference, whsn one country has a grea cr c , 

live advantage over another in the production of ono ar . 

only a lesser advantage in another article. This is ‘ 
of international trade. 


of comparative costs explains a fact which otherwise appears^ 
,at a country may import from outside an article winch it can 


Tho law 

paradox, viz., that u country nmy -advantage in 

produce cheaper by itself. This is so because it enjoys a greater adx an S 

the making of another articlo. 

Theory of Comparative Cost. Tho theory of in 

states that ft country tends tp spcoiuhse in the production o ■^ ive 

which it enjoys a greater comparative advantage or lesser I 

a dvan tago. 
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Gain from International Trade. Where thero in a difference in com¬ 
parative coBta, thero is a net gain from trado in the form of an increaso in the 
total amount of wealth produced. This gain is shared by the two trading 
countries. The sharo of each is decided by the rolativo elasticity of their 
demands for each other’s goods. 

Advantages of International Trade : 

(1) Best us j of tho world’s resources is made. 

(2) Countries can get for consumption articles which they themselves 
cannot produce. 

(3) A relatively greater stability in prices is brought about. 

(4) Shortage can bo met by imports. 

(5) Economically backward or now countries can develop themselves 
by importing equipment and raw materials. 

(6) Mutual sympathies and common interests aro croated. 

Advantages to India from International Trade. In spito of hoing a 
vast country, India cannot supply all her needs herself. Sho imports machinery 
foodgrains and raw cotton, and pays for them, by exporting jute goods, lea, 
manganese, skins and hides and oil-seeds. 

Disadvantages : 

(1) Harmful effect on home industries which uro ruined by composi¬ 
tion. 

(2) Trado is sometimes followed by political subjection. 

(3) Ovor-dopendenco on foreign supplies is dangerous. 

(4) Too much specialization in any one industry is bad. 

(5) Countries specializing in producing raw materials are losers. 

(6) Foreign enterprise may exhaust a country’s natural resources. 

(7) Imports of harmful luxuries affect the health of the pcoplo. 

(8) Economic troubles of other countries uffoct tho homo country. 

(9) Political rivalry grows. 

Disadvantages of International Trade to India. Free trado in the 
past ruined India’s cottage industries. Competition with England compelled 
India to export raw materials and to import manufactured goods. 

• 

Obstruction in the way of Foreign Trade. Every country attempts 
to gain tho benefits of international trade and to avoid its bad effects. Honco 
certain restrictions are placed on it. This is called ‘protection’ as against *freo 
trade’ or unchecked foreign trade. Various dovices like clearing agro-ments, 
quotas, import licences, exchange control and protective dutios are used for this 
purpose. Of these, protection is tho most important. 

Protection is the help given to home industries through taxes on impor¬ 
ted goods or through bounties. Tho following arguments are given to uphold 
.protection ;— 1 

(1) IIolps infant industries. 


(2) Keeps mony at home. 

(3) Secures an inflow of gold. 

(4) Develops key industries. 

(5) Gives national self-sufficiency. 

(6) Diversifies occupations. 

(7) Helps to faco dumping of foreign good. 

(8) Creates employment. 


Arguments Against Protection. Protection when once given however 

results in the creation of vested interests, and cannot be withdrawn oasilv It 

invites retaliation. 1 rices nso, consumers suffer, manufactures become la zv It 
leads ^corruption and bribery. uocomo lazy. It 
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nos should be protected. An expert body, called Tariff Board, should be ap¬ 
pointed to select such industries. They should have natural advantages, should 

not be able to grow without protection and should ultimately bo able to stand 
on their own legs. Tbeso conditions were too rigid. The policy did not prove 
satisfactory in bringing about rapid industrial development in India. This 
policy was changed in 1950 according to the recommendation of a new Fiscal 
Commission. The new policy was more positive, liberal and helpful. 

CAN YOU ANSWER THE FOLLOWING QUESTIONS ? 

1. 11 rite a brief note on the theory of International Trade. How dors it 

, r.. 1 _ I <71 . 7 . t n r « w V* • ^ A • A. 


differ from Internal 1'radc ? 


Or, 


(P.U. Pre-Univ. 1062) 


W 

In what respects does trade between Calcutta and Bombay differ from trade 
between Calcutta and Rangoon f 

2. What is the necessity of separate theory of international trade ? Disti¬ 
nguish home trade from foreign trade. [See Sec. 4] ( C.U. B.Com. 1933) 

3. Discuss fully the law of comparative costs as applied to foreign trade. 

(J. efr K. 1954 ; C.U. 1916 ; All. 1919 ; Has. 1941 ; Delhi 1940 ; 

Mad. 1940 ; P.U. 1956 Suppl.) 

Or, 

Study the law of comparative costs. Can international trade take place 
outside the law ? [See Sec. G.] (P.U. 1955) 

4. Why should a country import from another country an article that she 

can produce at a lesser cost 7 [Set- Sec. 6.] 

5. Discuss the basis of international trade. (C.U. 1943 ; C U. B.Com. 1011) 

Examine the theory of international value. 

(C.U. 1916 ; Agra 1934 ; All. 1931 ; Dacca 1934 ; Delhi 1917 ; 

(See Sees. 5 and 0.] Nag. 1949, 35 ; Mad. 193S ; Punjab 1051) 

6. How is the gain from international trade shared ? Say also how the 

exchange rate of commodities is settled. l Sec bec * '•) 

7 Give advantages a, ul disadvantages of international trade. 

(P.U. 1959 Suppl.) 
Or, 

Examine fullg the advantages of international trade. Give some 
* lions. [See Sec. 8.] l Palua 1J0 *> 

8 What is International Trade 7 What are its advantages and 
disadvantages 7 Illustrate gour answer with Indian examples.^ ^ g ]%2) 

9. Explain the possible bad effects of international trade to a 
Has India suffered any ? On uhat grounds would it be desirable P 

restrictions on the freedom of international trade ? m 

[See Sees. 10 and 11.] (C.U. 1942 ; Dacca 1944 ; Mad 1937) 

10. Describe briefly what India gains from foreign trade^ ° { ] 

the possible losses which she suffered from it in the past / [ » 

11. What is the basis of international trade 2 What do you . u ' 

dine or a rue in our international trade after our country ^omesjeono^ ^ 

developed through a series of successful Five A ear Plans ? 0 ^ /$00) 

What are the benefits of international trade ? v 

[See Secs. !>, 8 and 10.J 

^ ‘fn.mt-im. jw/TS"** *«> 

(Soo Secs. 13 and 14.J 
Explain : 

/ Dummnn. 2. Key Industries. 3. Trade Cycles. 

rL See. 13 ,7). (4). 3 Trade oyole, ore bo = 

in trade followed regularly by trade deprc^.ons.h.gP^ 
pursued by low prices*, optimism end pessimism g 
other in a vicious circle.] 


answer. 

12 . 

answer. 

13 . 
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14 Discuss on what grounds it may be considered desirable to impose 
restrictions on ; Dacca 1044. 43. 41 , Mat. ,937) 

[Sec Soc. 12.] ' . , . 

15. One o/ the advantages claimed for a system of protecUvcdutus’ t. 
that “it keeps more money in circulation at home. Discuss. (C.U. B.Com. Uii) 

[See Sec. 13 (2).] 

16. Examine the relative advantages of Free Trade and Pr ° tecl '°V. V*™ 

economically backward country. [Seo Secs. 13 and 14j (J. <k A. >■ ■ 

«. ITW i. meant 5y protection 1 Discuss briefly the argument j, £ «* 
against protection. ' 

[See Secs. 13 and 14.] 

de> . jf t ■«**“ «• $’i?;Th 2 miz;;.] 


19. Distinguish between (a) Balance of Trade and Balance of 

(6) Protective Tariff and Revenue Tariff. (U.P. 1912, 14) 

\(a) Balance of trade includes only goods exported and goods im¬ 
ported, while balanco of account includes services like ship- 
ping, insurance and banking besides goods. 

(b) By protective tariff we mean custom duties imposed for the 
purpose of giving protection to homo industries, while in the 
cose of revenue tariff, duties are levied purely for the sake of 
revenue.] 


\ 


CHAPTER XXIX 

FOREIGN EXCHANGE 


“Changing one currency into another ” 

1. What is the Foreign Exchange ? In our own town we 

deaf J Pa h t f< | r0UrpUrchaSe l in C ° inS ° r notes ' Sometime.-, if'the 
dea is a bit large, we pay through a cheque on some local bank If 

we have to pay money in a distant place like Bombay, we may use 

the services of a post office for sending money order or issue a 

cheque or send a bank draft. But if we have to make payment 

say in New \ork, the matter becomes complicated. The American 

will not accept our rupees. And we have no dollars and cents to 

pay him. W e shall have to call on our banker to change our rupees 

into dollars and remit them to New York. This change of rupees 

into dollars (or any other currency), and vice ver.*a, is called Foreign 

Exchange. Trade with foreign countries gives rise to this problem. 

If there had been no international trade, there would have been no 

need for foreign exchange. 


2. Modes of Foreign Payments. Let us suppose that an 
importer of motor-cars in India has to pay their price to the Ameri¬ 
can exporter. The American, in other words, has a claim to 
Indian money. The payment may bo made in one of the following 
ways :— 

(a) Through bill of exchange, which may be a sight bill or a 
time bill. If it is the former, it is payable on demand ; and if the 
latter, a definite period is allowed before it becomes payable. When 
a time bill has been accepted by the foreign debtor, it is sent back 
to the drawer who can obtain cash for it by discounting it in his 
country. In this way, a bill helps in the settlement of debts. 

(b) Through banker's draft. A bank draft helps in moving 
funds (roiji one place to another not only within a country but be¬ 
yond too. For instance, a Delhi bookseller purchases a bank draft 
and sends it to England. It is presented to the bank’s branch or 
agent in England, cashed in pounds, and books sent to India. 

(c) Through cable or telegraphic transfir. They are like tele¬ 
graph money orders. This method is used for an urgent payment 
and a higher commission is charged for it. 

These three—bills, banker’s draft and cable transfers in favour 
of a country or against it—appear as demand and supply in ex¬ 
change markets. Let us suppose there are only two trading count¬ 
ries, India and U.S.A. There would be bills and drafts in favour of 
India for her exports to U.S.A. and those against her for her imports 
at any time. If the bills in favour of India exceed in value those 
drawn against her, there will be greater demand for rupees than 
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their supply. The value of the rupee will rise in terras of th© 
dollar, i.e. y the rate of exchange will move in favour of India. In 
opposite circumstances, the value of the rupee will fall. 

There are, however, not two countries but many. Every 
oountry has a different currency and there is no common medium 
of exchange. Hence only gold or silver can be acceptable to all, 
but actually gold and silver too arc like other goods. All goods and 
services imported, including gold and silver, hive to balance again.-t 
those exported over a long period. This balancing is done by bills 
of exchange. It is this feature which distinguishes international 
trade from home trade. All imports, including goods and services, 
have to be' met by exports. Hence international trade is rightly said 
to be a form of barter. 

3. Balance of Trade. A comparison of the total imports 
and exports of a country is its balance of trade. The balance is re¬ 
garded as ‘favourable’ when the value of exported goods exceeds 
that of imported goods. It is‘unfavourable’or‘adverse’ when im¬ 
ports out-value exports. In the Middle Ages, ic was thought that a 
favourable balance was the only way to make a country “rich” as 
it brought in gold and silver from outside. Now, however, this idea 
has been discarded and it is believed that in the long run exports and 
imports , including services of all kinds, should balance and ‘that exports 
pay for imports'. 

If, however, an unfavourable balance of trade persists for a 
long time and is very large in amount, gold shall have to be ex¬ 
ported. In that case, steps shall have to be taken to set it right. 
It should, however, be noted that the ‘visible’ unfavourable balance 
of trade may be corrected by the export of ‘invisible’ items which 
do not enter into the account books. These are discussed in the 
next section. 


These terms ‘favourable’ and ‘unfavourable’ are only technical 
terms. Thus the ‘favourable’ balance may not really be favourable 
and make the country rich and prosperous. For a long time under 
the British regime, India had a favourable balance ; still India was 
poor. England always had an unfavourable balance but she has 
always been prosperous. It is not the balance of trade but balance 
of payments which throws light on the economic condition of a 
oountry. 


Balance of Payments : Visible and Invisible Items. 

The balance of trade includes only the visible items in foreign trade. 
They are material goods exported and imported. Only these are 
entered in the port registers maintained by the customs authorities. 
But there are a large number of other items which fall outside and 
are called‘invisible’. The balance of payments includes all ‘visible’ 
and ‘invisible items. The invisible items are 


(a) Services. India uses a good deal of foreign banking, shipping 
and insurance services. She does not have enough of her own ships 

insurance companies and exchange banks. Hence foreign agencies’ 

like Lloyds Bank provide these services. India has to pay for ali 
such services. * J u 
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(5) Tourists' expenses. When Indian students and tourists 
purchase goods and services in Europe, it is like importing these 
goods and services. The only difference is that instead of goods 
coming to the consumers, the consumers have gone to them. They 
have to be paid for in goods exported from India. In the case of 
Indian students receiving education abroad, India is importing 
education as it were and has to pay for it. 

(c) Interest on borrowed capital. The services of capital have 
to be paid for by the borrowing country. An investment made 
abroad is an export item and remains so till withdrawn. Ultimately 
all loans borrowed in foreign money markets have to be paid back 
and adjusted through exports. 

( d ) There are various minor items in addition, like gifts, 
donations and money remitted home by foreign settlers. 

All these invisible items produce exactly the same effect on the 
balance of trade as the export and import of commodities. When 
they are added to the balance of accounts, we have a complete list 
of all the items which have to be paid for by trading countries. The 
sum-total is called the balance of payments. 


India’s balance of trade in the time of the British was always 
favourable as it had to cover the price of services performed for and 
loans borrowed by India. The actual balance of payment was, 
therefore, not so favourable. After the war was over, and more so 
after the’partition, India’s balance of payment steadily grew un¬ 
favourable. The deficit was much greater with dollar countries than 
with sterling countries. U.K. was also in a similar situation. Hence 
U K. had to devalue her currency in terms of the dollar by 30 5% 
in September 1949. India followed suit, while Pakistan did not do 
go. As a result of this devaluation, India’s balance of payments 
improved. Thus, while there was an overall deficit of Rs. 219 crores 
in 1943-49, it was only Rs. 113 crores in 1951-52.- 


It is not very harmful if the balance of trade is unfavourable 
now and then. But the balance of payment must balance over a long 
■period just as a man’s income and expenses must be equal It lie is 
spending more than he is earning, he must borrow. And if 
earning more, he-must be saving something. He may keep it. m i a 

bank or hoard it or lend it. Thus if his saving and borrowing are 

included in l,is budget, it will balance. Similar is the case with 
countries. A country may be collecting a balance m l ‘ s . ^™“‘ rio j 
against itself in another country. But over a sufficiently long period, 
its balance of payments must show the two sides to be exactly q 
f it does not want to become bankrupt. That is why it u «£ 
“exports pay .for imports’’ or in the long run exports and imports 

must be equal. , . 

This is why India, U K. and other Commonwealth counts 

had to devalue their currencies in terms of the dollar * * , 
that deficits in their trade with dollar countries were t0 ° heavy * 

India’s current balance of payments in April-Sep e 


1960-61* was as follows 


•Preliminary. 


foreign exchange 
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Crores of rupee-9 

Imports (Private and Government) __299 3 

Exports 239 . 4 

Trade Balance 2 6 8 

Official Donations 34-g 

. Other Invisibles (net) 

Current Balance of Payments (net) 

5 Correcting Disequilibrium in the Balance of Pay¬ 
ments* When the visible and invisible exports of a country are 
lc*s than all her imports over a long period and the difference is big 
steps have to be taken to bridge the gap. A number of methods are 

used. They are . ,. 

(1) Imports are controlled through licences or import duties or 

import quotas while exports are encouraged through a grant of 
bounties? or through a reduction in wages and costs of production 
All these various steps have boon adopted in India during the last 


few years. , . 

(2) Deflation is another method. Under this method total 

money income in the economy is sought to be reduced, so that the 

acrerre^ate demand in the country falls. As a result the people tend 
tolmport less and their demand for home produced goods too be- 
comes less releasing more of them for exports. Owing to tall in 
a^'regate demand, prices also fall, so that that country becomes a 
aood market to buy from and a bad market to sell in. In this way 
imports get discouraged and oxports are stimulated, thus correcting 
the adverse balance of payments. 

But deflation is not a hoalthy method, because the reduction 
of money incomes hits business, trade and industry hard and brings 
about depression and unemployment. 

(3) Exchange control. All the foreign currency earned through 
export of goods is put in a pool and is rationed out. to importers 
according to the needs of the country. This keeps imports within 
the]desired limit of exports. A dollar pool was created for all sterling 
countries during and after the war. All dollars earned were put in 
it and doled out on the basis of the needs of every country. In India 
all foreign exchange earned by Indian exports is acquired by the 
Reserve Bank and then distributed among licensed importers. 


(4) Lastly there is devaluation. The devalued currency falls in 
value against foreign currencies. The foreigners have to pay less in 
terms of the devalued currency. Hence they are induced to import 
more from such a country. Thus her imports decrease and exports 
increase and the balance of payments is corrected. As already 
mentioned, India following U.K. devalued her currency in terms of 
the dollar in September 1949. Her trade balance had been very 
unfavourable. There used to bo a big gap between her exports and 
imports. After the devaluation, however, her balance of trade was 
set right. 


6. Rate of Exchange. The rate at which a unit of one 
country exchanges for another is the rate of exchange between them. 
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Tho Indian rupee exchanges for Is. 6d. This is our rate of exchange 
with England. 6 

Ever}' country has a currency different from others. There is 
no common medium of exchange. It is this feature that distinguishes 
international from domestic trade. When the imports and exports 
of a country are equal, the demand for foreign currency and its 
supply, or conversely, the supply of home currency and the demand v 
for it will be equal. The exchange will be at par. If the supply of 
foreign money is greater than the demand, it will fall below par 
and the homo money will appreciate. If, on the other hand, the 
home currency is in greater supply there will be keener demand for 
the foreign currency. The latter will appreciate in value and rise 
above par. 

Let us see how the rate of exchange is determined under 
different monetary systems : 


(a) Under Gold Standard. When two trading countries are 
both on the gold standard, their currencies can be converted into 
gold at fixed rate. The exchange ratio between two such currencies 
will not depart much from the mint par and will move between the 
two points of export and import of gold. These points are also 
called “Specie Points" or “ Gold Points". These points are discovered 
by adding or subtracting the cost of transporting gold from the 
mint par. If the rate of exchange goes beyond these points, gold 
will either be imported or exported. The mint par of exchange is 
discovered by comparing the real gold contents of the two currencies. 

lb) A Gold Standard and a Silver Standard. Suppose there are 
two countries having a gold standard, say England and the other has 
a silver standard, say China. How will the rate of exchange bet¬ 
ween the English pound and Chinese dollar be determined ? In order 

to clear their dues, the Chinese importers wish to buy the English 

currency which is gold with the Chinese dollars which is silver 
Hence the rate in Peking will depend on the price of gold in terms 
“er. In the same manner, in London the rate of exchange will 

depend on the price of silver in terms of gold. 

(c) Paper Currencies -Purchasing Power Parity. N ° c0 ’ mt ^ 
today is rich enough to have a free gold stan i!. ord r"h a „rsitut 

U.S.A. All countries have paper currencies. The> exc g 

tion is difficult in such cases. It becomes com P.' e o x on 

both the countries have inconvertible paper currenc standard, 

a gold standard and the other on an inconvertible pap * 

In such circumstances the ratio of exchange between 
is determined by their respective purchasing powers ./ 

Suppose a bundle of commodities 
for Rs. 15 and a similar group of commodities ca P £ J =Rg> 15> 

England for £1. Obviously the rate of‘ ? oiirchLsing power of 

for the purchasing power of £1 is■ cqu fl P tcs with changes 
Rs 15 Such a rate is not a fixed par. It imctuat^ , b y 

in the purchasing power of the respective currencies J 

changes in the index number of price levels. This theory 

Purchasing Power Parity Theory. 
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The actual rates, however, do not necessarily correspond to 
the respective purchasing powers of the two currencies. This theory 
is only a statement of a tendency. To sum up : "At any Particular 
time the value of the unit of currency in terms of another is determined 
bu the market conditions of demand and supply ; in the long run that 
value is determined by the relative values of the two currencies as indi¬ 
cated by their relative purchasing power over goods and services. 

According to the new Theory it is the balance of payments 
which determines the rate of exchange. 

id) Sometimes the rate of exchange is fixed by an agreement 
between two countries at any convenient point and both countries 
agree to maintain this ratio by artificial devices. This is called 
“exchange pegging ”. The Indian rupee, for instance, was pegged at 
Is. 6d. in terms of sterling till 1047 and the ratio maintained 
artificially by the Reserve Bank of India. ' 


WHAT WE GATHER FROM THIS CHAPTER 

What is Foreign Exchange ? When a person ptirchu. es an arlie'o pro¬ 
duced by ft foreigner, the foreigner has to bo paid in l. s currency which is 
different, from the buyer’s. This change of currencies is called lot eign exchange. 

How to Pay for Foreign Furchascs. The payment may bo made* 
through a Bill of Exchange —(which may bo a sight, hill or a time bill) or through 
banker's drafts or cable transfers (called T. Ta). These documents drawn m 
favour of and against tho traders of a country are the demand and supply 
counters in the foreign exchange market. 

Balance of Trade is a comparison of the total value of imports and 
exports. It is • favourable' when exports nro greater and • unfavourable' when 
they are smaller than imports. 

Balance of Payments. There aro oertain other items also, however, liko 
bank insurance and shipping services, oxpenses of tourists and students abroad 
and interest on borrowed capital which are known os -invisible, items'. These 
also have to be paid for. When these aro added to tho visible items of tho 
balance of trade, we got the balance of payments. 

Why should Foreign Trade Balance ? The balance of payments must 
balance over a long period in the-same way as an individual’s income and ex¬ 
penditure must balance. Otherwise, if 4he"balance is unfavourable over many 
years, the country loses its good name and becomes bankrupt. 


How Disequilibrium in Trade can be Corrected : 

(«) By controlling imports and stimulating exports. 

(*»') By reducing prices and wages through deflation or otherwise, 
(it*) By exchange control. 

(it) By devaluation. 


How the Exchange 11^$, is Settled : 

(а) Under Gold Standard. If the two countries have gold coins, tho rate 
of exchange will depend upon tho proportion of fine metal contained in euch of 
them. This is called mini par of exchange. If at any time, tho actual rate is 
different from the min*, par by a margin bigger than the cost of packing and 
transporting metal, gold will flow from ore country to the othor. Packing and 
transport costs added to and subtracted from the mint par give us * Gold points * 
or * specie points' or • Gold Import and Export Points'. 

(б) Between gold and silver standard countries, it is determined by tho 
price of gold in terms of silver, and vice versa. 

( c ) Paper Currencies. In this case, the relative purchasing power of both 
the currencies determines the rate of exchange. If one unit of the country'* 
currency purchases as many goods and services as four of another's the ex¬ 
change rate will be 1 : 4. This is known as purchasing power parity. If at 

any time, the actual rate differs from this, one side of the balance of payments 
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becomes very heavy. This happens because purchasing in one country and 
selling in the other becomes profitable. 

(</) By mutual agreement. 

CAN YOU ANSWER THESE QUESTIONS ? 

1. What do you understand by •foreign exchange' ! 

[Foreign exchange may denote— 

(а) Claims to foreign money, or 

(б) The bill market where bills of exchange drawn in international 
trade are bought and sold, or 

(c) The rate of exchange of different currencies ] [See Sec. 1] 

2. •'International trade is a kind of barter.” Discuss (P.U. 1940, 42) 

[See Sec. 2.J 

3. “Imports and exports tend to be equal.” Discuss. 

(C.U. 1940 ; C.U. B. Com. 1946 ; Dacca 1942'; Mad. 1946 ; 

[See Secs. 2 and 3.] A 0 ra * 946 • Delhi 1939 ) 

4 What items enter a country's balance of payments ? Give three ex - 
amples of visible and invisible imports and three of visible export and invisible 
export. 

5. What are the methods open to a country to correct an adverse balance 


of payments ? 

6. In what sense is it true to say that imports in the long run pay for ex¬ 
ports t "Our imports are paid for in the long run by our exports. Discuss. 

■■ Imp or,s and ^part.Und ,, m . Dacca m2 . »M ; 

[See Secs. 3. 4 & 5.] A 0 ra 1936 : Dclhl l939) 

7. Distingush clearly between : 

(t) Equation of Exchange and Par of Exchange. ( 

(U) Balance of trade and balance of accounts. (P.U. 19ol, 59) 

(Hi) Invisible and visible items of exchange. 

(t'o) Favourable balance of trade and unfavourable balance of trade. 
[Equation of exchange refers to tho formula in the Quantity Theory o 
Money 

i ur+M'V 

W denotes mint par of oxehlnge. See See. 2. («) end («Q Sm So °’ 

dio’ in London nri.es ,o Lis father in Delhi ,o .end hi - *• 
Mention the ways in which it can be done 

[Banker’s draft, teiegrnpinctmn od buil, n ] ^ ^ 

9. What is meant by mint par gol( , standard ? 

which the rate of exchange can normally fluctuate 9 

[See Sec. 6.] , Fxvlain how they are arrived 

10 What do you mean by specie points . p 

' [See Sec G.] 


11. Write notes on : 

(i) Gold or Specie Points. 

(ii) Purchasing Power Parity. 


[Seo Sec. 6.] 


CHAPTER XXX 

PUBLIC FINANCE 


“The Story of What People Pay and How Governments Spend" 


1. Definition of Public Finance. Whatever the typo of 
Government, however simple it may bo, it has to perform somo 
functions. To carry out these functions it needs funds, much 
more now than in the past. Every one has to contribute something. 
This is why even the poorest feels the presence of Government. Ho 
has to pay taxes ! In disgust he groans, “These taxes! Oh!” and 
wonders what the Government does with crores and crorcsof rupees 
it collects. Well, we shall tell you here why the Government takes 
money, how it gets money and whore it spends money. This is the 
work of the Department of Public Finance. 

2. Importance of Public Finance. Man cannot live alone. 
He never did so. To live in society he must arrive at an understand¬ 
ing with his fellowmen regarding their mutual relationship and the 
type of Government they want. In early days, the duties entrust¬ 
ed to Government were few and simple. They were mainly defence 
against invaders from outside and maintenance of order at home. 
As time has passed these duties have grown ; till today we find that 
there is no activity in which Government does not take a hand. 
Governments have come to regulate what cloth we wear, what food 
we eat, what books we read, and so on. They lay down where wo 
purchase our necessaries. They control the conditions under which 
we produce goods. They take from the rich and give to the poor. 

The objective of government has come to be economic welfare 
of the largest numbers. Public finance is being viewed more and 
more as an instrument of social justice. The modern Governments 
use this weapon extensively for reducing inequalities of wealth 
income and opportunities. Public finance is no longer a mere instru¬ 
ment, for raising State revenues. You will thus see that no account 
of the economic organisation of a country can be complete without a 
description of the part played by Government, in the production 
description and consumption of wealth in it. This is why the study’ 
of I ublic Finance has assumed great importance in modern times. 

3. Functions of the State. You have now an idea of the 

many functions the State has to perform. They are really so varied 

that one centralized authority cannot possibly cope with them. 

Hence they are distributed among various authorities—Central 
Provincial and Local. » 


^ her f. ha -ve always been different views regarding the field of 
State functions. On the one extreme are people who want Government 
not to interfere with the ordinary life of the people and to 
content itself with acting as a ‘policeman’—a mere protector of 


356 


356 


INTRODUCTORY ECONOMICS 


human life and property from external invasion and internal 
disturbance At the other end are the Communists. They want the 

nurse ?' 0t ?. t0 r,ll i trade anrI iadu5tr y hut also control births and 

nurse the babies. Between these two extremes there is a wider 
range of opinions. 


r r o ,ng IS ’ h(mever > certain and that is that as time passes 
the held ot State activity is growing wider. The functions of the 
Mate have increased manifold. “Some of them—as the preservation 
of order, the administration of justice and the defence of the country 
against attack—may be regarded as ‘necessaries’ ; some like a highly 
developed educational system may le regarded as “comforts” ; 
while others such as stately buildings, or costly display on ceremonial 
occasions may almost bo looked upon as 'luxuries’.”—( Penson) 

The functions of the State may then be classified as under :_ 

(0 Proactive, i.e., keeping life and property secure against 
dangers with the help of the p dice, the army and the law courts ; 

(it) 'Developmental*, e.g., education and public health ; 

(Hi) 'Commercial *, t.g., forests, railways and post offices ; and 

( iv) Public Utility Services like the supply of water and electri¬ 
city, roads, gardens and museums. 


These tasks have grown step by step. A century ago much less 
was done by the State for public benefit than at present. Inter¬ 
ference with the life of the individual is increasing. As a conse¬ 
quence, these activities have had to be split up among Central, Pro¬ 
vincial and Local authorities. The more extensive these tasks are, 
the more is the money required to do them efficiently. 


4. Comparison Between Public and Private Finance. 

Before we study Public Finance, we may well compare it with 
individual or private finance. Individuals and States are similar in 
that they both need resources. Both have to secure maximum 
results from their resources. Both attempt to get the best out of all 
items of expenditure. 

There are, however, some important points of difference be¬ 
tween private and public finance. The}’ are : 

(1) An individual’s income determines his expenditure while 
a State’s proposed expenditure determines its income. A person 
cuts his coat, as they say, according to the cloth he has. A Govern¬ 
ment, on the other hand, arranges for cloth according to the length 
of the coat it proposes to have. Thus the St ate plans its needs first 
and then produces to find funds to meet them. An individual knows 
his income and ho has to plan out his expenditure accordingly. An 
individual adjust* his expenditure to his income, whereas the Mate 
adjusts its income to its expenditure. 

(2) A public authority can vary the amount of its income and 
expenditure—within limits of course but more easily than an in( i- 
vidual. An individual cannot easily double his income or ha ve re 
expenses even if he would be better off that way. But this is n 
so difficult in the case of Governments. 
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(3) A public authority usually does not disoount the future at 

r»r«^Tn^ is 

He always prefers a bird in hand to two in the bush even though 

the two in the bush may be fairly certain tomorrow. 

(4) A wise man is he who, after meeting his need., raves some¬ 
thing to lay by. Not so with a State. A State should not ordmanly 
try to hoard but should repay to the people m services allI that it 
receives in taxes. A heavily surplus budget is for tlm reason 
bad and perhaps even worse than a heavily deficit one. * 
budget may propose to incur the deficit for promotion of mass w el¬ 
fare while the surplus budget is only an extra burden on the P*>cr. 

(5) There is no fixed period of time over which an individual 
balances his budget. State budgets are generally made for one year 
But the income and expenditure of an individual arc continuous 
and cover the whole period ol his life. 

(6) The individual finance is kept a secret whereas the State 
finance is made public. The budget is published and every citizen 
is welcome to scrutinize it and comment on it. An individual will 
not let anybody have a peep into his financial position. 

(7) A State can raise an internal loan ; an individual cannot. 
Nobody can borrow from himself. But a State can borrow from its 

own citizens. 

5. Sources of Government Finance. We have seen that 

the functions of modern Governments are very many and very 
important and call for heavy expenditure. To meet expenditure 
Governments need an equally large income. r l here are four main 
sources from which this income is obtained. They are : 

(1) Taxes direct and indirect. 

(2) Prices in earnings from commercial and industrial State 


undertakings. 


(3) Fees and assessments. 

(1) Loans. 

In addition to these there are some minor sources such as fines 
and penalties, reparations and indemnities, tributes and gifts. W o 
discuss these sources below :— 

Taxes. Taxes are the most important source of Stato revenue 
today. A tax has been defined as a “compulsory contribu¬ 
tion of the wealth of a person or a body of persons for the 
services of the public powers.”—( Bastable). 

In this definition two points should be oarefully noted : (») a 
tax is a compulsory payment. Nobody can escape taxation if his 
income has reached the assessable limit, (it) a particular tax 
is not , normally speaking , a price for any particular service per¬ 
formed by a Stale. Were it so, it could not be compulsory 
for those who did not use that service. “The essence of a tax,” 
says Prof. Taussig, “as distinguished from other charges of govern¬ 
ment, is the absence of a direct quid pro quo between the tax-payer 
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and the public authority.” In other words, you cannot refuse to pav 
? , .??. the g ro «nd that you do not use a service. A rich man may 

be childless but lie has to pa}' taxes spent on schools. Taxes are 
meant to coyer the general expenses of the State and are not levied 
tor an} particular purpose. Hence the Government does not pro¬ 
mise to perform a specific service in return for the payment of a 
particular tax. 


Motives behind taxes. Taxes arc mostly levied with the object 
of raising revenues. A penalty, on the other hand, is imposed to 
stop people from doing certain things. Sometimes a tax may he 
levied which does both. It may bring in some revenue and also 
check [people from consuming some harmful articles like opium. 
Besides, certain taxes may be of the nature of protective duties. 
They are levied in order to protect some home industry against 
foreign competition. Sometimes a tax has another motive in view. 
It aims at removing the inequalities in the distribution of wealth in 
a society. Well-to-do people may be taxed to provide services like 
free schooling and free medical aid for the poor. Thus raising 
revenue is not the only purpose for which taxes are levied. 

Prices. When a Government engages in a business enterprise 
it sells the service to the consumer at a fixed price. The consumer 
is free to use the service or not. For example, if you use a railway 
train or send a telegram or a letter, you pay the fixed price ; there 
is no extra burden on you. Governments do not usually undertake 
these enterprises for the sake of profit, but to provide such services 
to the people as can either be provided only by Government or can 
better be provided by them than by any private agency. Nowadays 
some Governments undertake in addition certain activities like 
trade, industry and business with the idea that the huge profits 
earned should not go into private pockets and should be used for 
the welfare of the nation. 


Fees, Assessments, etc. A fee is a payment made by a per¬ 
son to the Government on account of a special benefit receiver y 
him. For instance, there are patent fees, court fees, tuition fees, etc. 
In even, case, there is a specific benefit enjoyed by a person f or 'f ' n 
he pays a fee. A special assessment is a particular fee charged from 
persons the value of whose property is enhanced due to.some act,- 
vity of the Government such as anew canal ora new rail-roa , 

drain, etc. . n 

Loans. Besides taxes, fees, etc., loans are f ra,8e .^ b ^°'^; 
ments in emergencies like wars or when a costly en er pr 
railway line has to be undertaken. Since the benefi f om such 

enterprises accrues to future generations even „ n 

present ones, it is reasonable that theu- burden » “ 

them. Hence loans, and not taxes, arc raised to> meet the ^ 
are nowadays also raised for financing plans of cconoin P 

ment o. Principles or Canons of Taxation. We have aeon that 

a tax has no connection with the benefit recoive^^^ bur( l en 

Also, the charge is compulsory. Henee i re f erence to the 

of taxation, a person’s share cannot be decided with reure 
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benefit derived by him. Adam Smith laid down four principles to 
guide the taxing authority. 

Adam Smith’s Canons. The principles or canons of taxa¬ 
tion of Smith were so important that they have become classic. They 
are :— 

(1) Canon of Equality. “The subjects of every State,” 
Smith asserts, “ought to contribute towards the support of tho 
Government as nearly as possible in proportion to their respective 
abilities, that is, in proportion to the revenue which they respectively 

enjoy under the protection of the State.In the observance or 

neglect of this maxim consists what is called the equality or inequa¬ 
lity of taxation.” Equality here does not mean that all tax-payers 
should pay an equal amount. Equality here means equity or 
justice. It means that the broadest shoulders must bear the heaviest 
burden. 

This canon has given rise to two theories : (i) Equality of 
Sacrifice Theory. It means that the burden of taxation should involve 
an equal sacrifice for every individual. This equality, however, 
though good in theory, is difficult to attain in practice. Sacrifice is 
subjective, something in the mind and feelings of a person. It is 
difficult to measure. Besides, it has to take into consideration the 
number of dependents on the earning member in the family, and 
their standard of living, (ii) The second principle indicating justice 
is the Ability or Faculty Theory which holds that the rich should be 
made to pay something more than proportionate t<» their income. 
A man with an income of Rs. 500 per month will not, other things 
being equal, feel the same pinch in parting with Rs. 50, as a man 
with an income of only Rs. 50 feels in paying Rs. 5, because the 
former's faculty to pay is greater. On this principle is based pro¬ 
gression is taxation, t.e., increasingly higher rates of taxation as 
incomes increase. Proportional taxation will not do justice. 

(2) Canon of Certainty. Adam Smith further says. “The tax 
which each individual has to pay ought to be certain and not 
arbitrary. The time of payment , the amount to be paid ought all to be 
clear and plain to the contributor and to ever} 7 other person.” The 
individual should know exactly what, when and how he is to pay a 
tax. Otherwise it causes unnecessary suffering. Similarly, the State 
should also know how much it will receive from a tax. 


(3) Canon of Convenience. Smith wrote, “Every tax ought to 
be levied at the time or in the manner which it is most likely to be 
convenient to pay it”. Obviously, there is no sense in fixing a time 
and method of payment which are not suitable. Land revenue in 
India is realised after the harvest has been collected. This is tho 
time when cultivators can conveniently pay. 

(4) Canon of Economy. Lastly, Adam Smith held that “every 
tax ought to be so contrived as both to take out and keep out of 

the pockets of the people as little as possible over and above what 

it brmgs mto the public treasury of the State.” -This means that 
the cost of collection should be as small as possible. If the bulk of 

? S ?t n * collec tion it will take much out of the people’s 
pockets but bring little into the State’s pocket. It is not a vise tax. 
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Caiicms of Taxation. Economic science has progrcs- 
scd much since the days ot Adam Smith. Later writers have added 
to his canons. The additions are : 


(a) Canon of productivity. This canon emphasises that a tax 
should bring in a substantial amount of money to the State. After 
all, the main object of the taxing authority is to secure funds. 
Therefore, a tax which does not yield a fair income is useless. It is 
much better to have a few taxes which yield good revenue instead of 
many taxes yielding a little. 

(&) Canon of Elasticity. It points out that a tax should auto¬ 
matically bring in more revenue as the country’s population or 
income increases. There should be an automatic Jink between the 
needs of the State and the resources of the people. If in an emer¬ 
gency an increase in the rate of the tax brings in increased income, 
the tax is elastic. 

(r) Canon of simplicity. It argues that the tax system should 
he simple. Otherwise there would be confusion and, worse still, 
corruption. During the war and after, certain taxes on sale of cloth 
and other essential supplies in India resulted in corruption mainly 
because they lacked in simplicity. 


(d) Canon of Variety. It is also necessary that the tax system 
of a country should be diversified. Reliance on just a few taxes is 
risky. The revenue will not be sufficient nor will it be fair because 
it will not touch a large number of people. In order to be just, a tax 

system must be broad-based. In order to be adequate, it must be 

diversified having a wide coverage over commodities and persons. 


These are some important principles of taxation. Now let us 
consider some principles ot public expenditure. 

7 Principles of Public Expenditure. In early times, tho 
main object of public expenditure was to maintain an army to pro- 
tect the country against invasion from auroad and a police force to 
maintain law 'ami order at home. As time passed, most States 
developed inf Welfare States Their objective is now.notmerely 
4 nolieinf* the nation. On the other hand, we find that tlieio is no 

social activity which a State does not Tr^rimarv 

are spent on what is known as beneficent activities, l i I - 

education and cheap secondary education are t xe ( ™^ aj)(1 ron( ] sa re 

b id 11! * ‘fcmvs ts ‘ a re' giro w n^ faclf or ieT sup e r vised and banks established. 
The State today gets money from the nch and spem^ P 

port and foreign trade. 

In fact, the underlying ides of.all Slate -xpoudit^ “ f 

to secure the welfare of the largest numhers ora he t er 

living of the poor, to develop mental and pbysK* 1 lie ^ e ^ ftrgest 

production, to provide emp.oymen- or 1 *j ie j ant l against 

possible measure of social rt cun>, I t j. nn1P an( ] to deal out 
foreign invasions, to maintain law and order at home and to uc 

even-handed justice. 
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The following are the main principles of public expenditure : 

(i) Maximum Social Advantage. The most fundamental princi¬ 
ple of public expenditure is that it should confer maximum social 
advantage rather than benefit any particular class or individual. It 
is to be for the benefit of the society in general and not any parti- 
oular section of it. 

(ii) Economy. Wasteful expenditure should be avoided. But 
economy does not mean niggardliness or miserliness. An eye should 
be kept on the return expected from a particular expenditure. There 
should be no extravagance. A particular objective should bo 
achieved with minimum of expense. 

(tit) Sanction. No expenditure should he incurred without its 
being sanctioned by a competent authority. In this way improper 
expenditure can be avoided. 

(tt>) Balanced Budget. Ever-recurring deficits in the budgets 
should be avoided. Every effort should be made l » balance a 
budget. A sensible State is expected to cut its coat according to its 
cloth. 

(y) Elasticity. Public expenditure should not be rigidly fixed 
for all times. Otherwise it will not be possible to reduce it when 
necessary. Permanent commitments are to be avoided. 

(u) Beneficial Effects on Broduclvm and Distribution. Public 
expenditure should be so arranged as to i neourage production. It 
should also reduce inequalities of wealth distribution. That is why 
a large proportion of expenditure is now directed towards benefiting 
the poor. Hence public expenditure should have wholesome effect 
both on production and distribution. 

These are a few important principles of public expenditure. 

WHAT WE GATHER FROM THIS CHAPTER 

Meaning of Public Finance. Every Government bus certain functions 
to perform on which it spends tho money that it collects through taxes and 
otherwise. This was true in old times and is equally true today. This process 
of getting income by a State and spending it is called Public Finance. 

Importance of Public Finance. Tho Stale has now many more duties 
than evor before. It gots more monoy and interferes with life in every way. 
Thus this department has become very important today. Its importance also 
lies in the fact that it is being used to reduce inequalities, and do social justice. 

Functions of Government. Today Governments pt-rfoi*m many more 
functions than before. Opinions differ about what they should do. But certain 
things are agreed by all. Preservation of law and order, defence of the country, 
provision of education, roads, etc., are accepted by all schools of thought. Such 
duties aro classified as protective, developmental, commercial and public utility 
services. For these, funds are needed. 

Difference between an Individual Finance and State Finance. Both 
need wealth for satisfying their wants but — 

H) An individual’s income determines his expenditure whereas the 
Stato arranges for an income which it needs. 

(2) A public authority can vary its income and expenditure within 
limits but an individual cannot do so. 

(3) A public authority does not discount the future at so high a rate 
ns an individual docs. 

(4) Surplus budgoting is not necessarily a virtue for the Stato. but it 

is so for the individual. 

(fi) Yoarly budgets for the State and no period for the individual. 

(6) Secrecy in individual finance and publicity in State finance. 



362 


INTRODUCTORY ECONOMICS 


(') No in t©rnal borrowing for tho individual 
Fees d 1 ^ Th " e - f °“ r m,li " " e “ d > : ^ 

• „ Taxes. The most i nportant source of revenues today is taxation A tax 

rai,w ay ^%^J b ^c d e,°etc. Sal? ° f * h * —ice of bu™. enterprise, 
Fees are payments for benefits received. 


An assessment is a special fee for a special State service, e a., a canal or 
a road, drainage, street paving, etc. 

Loans are borrowed for special purposes, e.g., war or economic devolop- 
mem. r 


Objects of Taxation. A tax is levied (a) to raise revenues, ( b) to check 
the production or consumption of some harmful drugs, (c) to protect home 
industries, or (d) to level up differences in incomes to some extent. 

Principles or Canons of Taxation. Adam Smith’s canons 

(1) Canon oj Equality or equity, i.e., there should be equality of burden 
among tax-payers. The difficulty is how to put this rule into 
practice. 

(2) Canon of Certainty. Every tax-payer should be certain about tho 
nature and amount of payment he is to make. 

(3) Canon of Convenience. A tux should be charged in a manner 
convenient to the payer. 

(4) Cancn of Economy. A tax should not cost too much for its 
collection. 

Later Canons. Some further principles have been added to the four 
given above. They arc tho canons of productivity (capacity to yield good 
revenue), elasticity (capacity to increase yield automatically), simplicity (tho tax 
system should be understandable) and variety (a large variety of taxes than just 
a few ones). 

Principles of Public Expenditure. The main principles are ; 

(/) Maximum social advantage. 

(tt) Economy 
(Hi) Sanction. 

(it*) Balanced Budgets. 

(v) Elasticity. 

( vi) Beneficial effects on Production and Distribution. 


CAN YOU ANSWER THESE QUESTIONS ? 

1. Why docs Cover,nn> nt need revenue ? Point out the important sources 

of a modern State [See Sees. 1, 2, and o.j (P.V. 1916 ) 

2. Describe the main heads of revenue and expenditure of your own 

and give brief comments on each item. (Ajmer . ) 

[Heads of revenue : Land revenue, forests, exciso stamps, share 
in income-tax and central excise, sales tax, entertainment tax, etc. 

Heads of expenditure; Agriculture, industries, roads education, 
public health, police, civil administration, irrigation, etc.] 

3 . What are the principal sources of revenue and heads of e *P* n £ Uure °[ 

, (Bombay Mo*) 

a modtrn elate i x . 

[Souiccb of revenuo : Income tax, customs, exoiso, railways, pos 
and telegraph, death duties, wealth tax, etc. 

Heads of expenditure : Defence, transport and communication, 
education, medical aid, irrigation, social insurance, public aeiu, 
civil administration.) 

4. How would you classify public expenditure ? What are 

items of expenditure of the Indian Union ? [See bee. 3.] ( • • 

5. Write a short note on the doctrine of maximum social advantage as in 

aim of Public Finance. l* Se ® * Sec - ^-] 
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0 What is Public Finance ? Is there any essential difference bet ™™ 
public and private finance ! (So So,. 1 an<l 4., {P.V. IM : Agra Ml) 

7. What do you understand by public works ? W hy are they undertaken 

by public bodies rather than by individuals ? individual 

y P [Roads, bridges, hospitals, etc. i bey are too huge for individual 

efforts, and are of equal benefit to all.] 

5. What is a tax ? Distinguish it from (i) a fee, (ii) a penalty, and (Hi) 

a price. fS**o Sec. 5.] 

9. Difftrenlialc 'protective' from revenue duties. What are the motives 
kept in mind by the authority while levying a tax ? 

[Protective duties are levied primarily for giving protection to 
homo industries, whereas the primary purpose of the revenue duties 
is to raise revenues. There is a greater continuity in tho former 
than in the latter. Further seo Section ">.] 

10. Explain in brief the principles of taxation. Clive illustration^ 

[See Sec. G.] k f - & ' v - 19:>8 ’• 1 ■ u • 

Or. 


Define a tax. What are the canons of taxation ? 

(Rajasthan Prc-UnxVrrsUy I960) 

Or, 

State and explain Adam Smith's canons of taxation. (1. tkal 1959 Suppl.) 

Or, 

State and explain the various canons of taxation. 

(rb. Univ. II.S. 19G2 Suppl.) 

11. Explain the main canons of taxation, llow far do the chief taxes in 

your Stale conform to these canons ? (P-V. 1900) 

12. "The rich should be taxed proportionately more than the poor." 

Discuss. [See Sec. G. (t).] (Bihar 1956) 

13. Discuss the principles of taxtion. What are the dangers of ignoring . 

these principles ? [Seo Sec. 0.] (P.U. 1951) 

(If theso principles arc ignored, either the revenue will shrink 
or there will bo a grave discontent among the people.] 

14. What are the characteristics of a good tax system ? 

[See next chapter Section 8 and this chapter Sec. G.] (Bombay 1952) 

15. Take up two of the well-known taxes in our country and discuss how 
far they satisfy the well-known principles of taxation. 

[See part II, Chapter on Taxation.] 

16. Lay douu a feu principles of public expenditure. [Seo Soe. 7.] 

17. Discuss the principles of public expenditure. Distinguish between 

current and capital expenditure. [See Sec. 7.] (P.U. 1959 Supp.) 

18. Discuss the theory of maximum utility in public expenditure. 

(C.U.B. Com. 1926) 

[See Section 7. Expenditure should be aimed at promot ng public 
welfare. Public expenditure should not absorb an unduly large 
portion of the income of the oitizens, it should avoid unnecessary 
wastes ; and it should bo elastic.] 

19. Define Taxes. Distinguish between : 

(a) Income Tax, Excess Profits Tax and Sup<r Tax (P.U. 1942, 47) 

(b) Progressive Tax and Proportional Tax. 

(c) Specific Duty and Ad Valorem Duty (P.U. 1944) 

((a) Income tax is levied on the income. Excess profits tax was levied 

during the war on tho extra income earned by people duo to 
extraordinary conditions and not duo to any ability. Super-tax is 
imposed on vt ry high im-omes. 

(b) Progressive Tax means higher incomes are taxed at. higher rates, 
while in tho case of proportional tax, the rato of tux is the same 
whatever the income. 

(c) A specific duty is levied according to the weight of the commo- 
dity ; on tho other hand ad valorem is loviod in proportion to tho 
value of the commodity ] 
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“Pluck the goose without its squealing ” 

1. Burden or Incidence of a Tax. Having discussed the 
objective of taxation, we are faced with the problem of distribution 
of the burden of taxes In old times, kings used to charge taxes 
earning little for the suffering involved and as to who suffered. But 
tilings are different today. Before taxes are levied, their immediate 
and long-range effects are worked out, their burden on different 
people carefully calculated and taxes classified. Effects are made to 
discover as to who immediately pays the tax and to whom it is 
ultimately shifted. Only thus can the real burden of a tax be found 
and adjusted to suit different classes. 

2. Kinds of Taxes. Taxes may be (/) proportional, (ii) 
progressive, {Hi) regressive and (ir) degressive. 

(1) A proportional tax is one which takes out of the pockets of 
every person exactly the same percentage of income. For instance, 
a tax on all incomes, big or small, at a flat rate of say 5% "’oul( 0 
a proportional tax. Such a tax is very simpl* aud does not change 
the b vel of distribution of wealth. But obviously poorer people with 
smaller resources are hit harder in this system. Consequently in 
modern taxation proportional taxes have been given up in favour of 

progressive taxes. 

(«) A progressive tax tries to dbUilmte the sacrifice in a more 
i.ist manner. The higher incomes arc charged at a higher rate, binco 
the marginal utility of money foils with its increase, richer people 
have a greater capacity to pay taxes. Besides progression reduces 
inequalities in wealth to some extent The rich are made to pa> 
increasingly higher taxes for helping the poor. As the' ■ 

method of taxation involves less total sacrifice, most States, imludi g 

India, have adopted it. 

Progressive taxation is quite reasonable in theor\. But i 
practice it is difficult to deckle the rate of progress,on which will hr g 

fbout equality in sacrifice. The usual 

t u ra f 0 till the tax payer starts ‘squealing . It should 

be red* that very high’ rates of taxo/'ou income cheekand 

££=£ r— SHE 

8 as. in the rupee as income tax. 

(Hi) A regressive tax is one which is charged from the po 
a higher rate than from the rich. There is no | ia9 on ly 

higher incomes at lower rates. The s>s cm is peoplo are more 

one thing in its favour and that is that as poorer people 
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in number, such a .ax bring. . ta g£t "Z' fnr'L ^ 
taxes are bad in pnncrpk anol “ f m J ctn states. The 

In fact, they do not figure m the ^ } Tt hita 

rent on lands in India, has »u incoinc is very small, sometimes 

s sscs A* ■« - « - . . -. 

rate as the biggest landlord. 

(i„) A rfffffMriM lax increases as the income rises, but the rate 

make a lower relative sacrifice than smaller income... 

A well-thought-out astern of progressive taxation, ts the best under 

all cirimstances. Imliais gradually evolving dVf^cUve 

taxation Except for the tax on lands, which *till remains dciccmc, 
we have quite a scientific and just system of taxation comparing 
favourably with most other countries. 

3 Direct and Indirect Taxes. Another distinction ol no 
less importance is the on * between direct and indirect taxes. GeneraUy 
taxes on income arc ‘direct’ and those, on goals ‘md uect. A direct 
tax is one which is really paid by the person on whom it is legally 
imposed while an indirect tax is imposed on one person but is paid 
partly or wholly bv another.” (Dalton) 

Impact. Incidence and Shifting. Supposing a tax is levied on 
house-owners. Being c.mpulsory they have to pay .t or m specific 
terms, the 'impact' of the tax is on them. ‘Impact here means 
‘burden.’ Naturally house-owners will not pay it quietly. Apart 
from efforts to get it repealed, they can try to make it up by raising 
their rent charges. The tenants, too, will try to avoid it but it they 
canpot get alternative accommodation, they have no option but to 
suffer the increase in rent. The house-owners have, so to say, ''shift¬ 
ed their burdm'’ to their tenants. But this shifting may go even 
further. Suppose the tenants are employed in offices and are well 
organised. They can demand house rent allowance or increased 
salaries. If they succeed, the burden is Shifted to the employers. 
The employers in their turn may raise the price of their produce 
and make their customers pay the tax. This shifting may go to any 
length. But somewhere it must come to an end. The real burden 
will then be borne by the people who cannot push it any further. 
The 'incidence' or the real weight of the tax thus falls on them. 
Shifting starts with impact and ends in incidence. Thus the impact 
may he on one set of persons and the incidence on a different group 
altogether. 


Now, ‘a direct tax is one whose impact and incidence 
are on the same person’, i.e., the tax-payer is also tho tax-bearer. 
An indirect tax, on the other hand, is one of which the im¬ 
pact and incidence are on different persons, i.e., there is a 
shifting of the tax. J.S. Mill defines a direct tax as one which is 
levied on the same person who is desired to pay it ( e.g. t income tax or 
death duties). An indirect tax, conversely, is one which is levied 
on one person with the expectation or intention of its being shifted 
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to some other person (e.g. t taxes on commoJities like suo-ar tobacco 
steel, etc.). 

4. Advantages of Direct Taxes. Direct and indirect taxes 
have advantages of their own. Direct taxes have some merits 
and so have the indirect taxes. Direct taxes have the following 
advantages in their favour :— 

(1) Equitable. The burden of direct taxes cannot be shifted. 
Hence, equality of sacrifice can be attained through progression. 
Lowest incomes can be exempted. This cannot be achieved by 
taxes on commodities which fall with equal force on the rich and the 
poor. The tax raises the price of the commodity and the price of a 
commodity is the same for every person, rich or poor. 

(2) Economical. Their cost of collection is low. They are 
mostly collected “at the source.” For instance, the income tax is 
deducted from an officer’s pay every month. This saves expense. 
The employer acts as an honorary tax collector. This means great 


economy. 

(3) Certain. In the case of a direct tax, the payers know how 
much is due from them and when. The authorities also know the 
amount of revenue they can expect There is certainty on both 
sides. Certainly it minimises corruption on the part of collecting 

officials. . 

(4) Elastic. If the State suddenly stands in need of more iunds 

in an emergency, direct taxes can well serve the purpose. The yield 
from income tax or death duties can bo easily increased by raising 
their rate. People cannot stop dying for fear of paying death duties. 

(5) Productive. Another virtue of direct taxes is that they are 
very productive. As a community grows in numbers and prosperity, 
the return from direct taxes expands automatically.. The direct 
taxes yield a large revenue to the State. 

(6) A means of developing civic sense. In the case of direct 
tax, a person knows that he is paying a tax, lie feeh congous of his 
rights/ He claims the right to know how the Government uses Ins 
money and approves or criticises it. Civic sense is thus developed. 

He behaves as a responsible citizen. 

5. Disadvantages of Direct Taxes. (1) 
great disadvantage of a direct tax is that it pinches the payer. He 
‘squeaks’ when a lump sum is taken out of his pocket. The 
taxes are thus very inconvenient to pay. Nobody can help feelmg 

1,16 ' '"w 'Emdable. The assessee can submit a false return of income 

who be 

the whim of the Finance Minister. This is arbitrary. 

(4) If the taxes are too heavy, they discourage saving and 
investment. In that case the country will sutler economically, lhis 
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is what happened in India. Tho Liaqat A1 i Budget (194/-48) dis¬ 
couraged investment and enterprise in India. It did lot of damage 
to Indian business and industry. 

Conclusion. On the whole , the advantages of direct taxes more 
than outweigh their disadvantages. At any rate , there is no escape. 
Direct taxes have to be imposed to carry on the business of the State. 

6. Advantages of Indirect Taxes. Indirect taxes have 
advantages of their own. Briefly speaking, (1) they aro the only 
means of reaching the poor. It is a sound principle that every indi¬ 
vidual should pay' something, however little, to the State. The poor 
are always exempted from paying direct taxes. They can be reached 
only through indirect taxation. 

(2) They are convenient to both the lax■ payer and the State. Tho 
tax payers do not feel the burden much, partly because an indirect 
tax is paid in small amounts and partly because it is paid only when 
making purchases. But the convenience is even greater due to tho 
fact that the tax is ‘-price-coated.” It is wrapped in price. It is 
like a sugar-coated quinine pill. Thus a tobacco tax is not felt when 
it is included in the price of every cigarette bought. It is convenient 
to tho State as well which can collect the tax at tho ports or at the 
factory. A dealer collects the tax when ho charges a price. He is 
an honorary tax collector. 

(3) Indirect taxes can be spread over a wide range. Very heavy 
direct taxation and just one point may produce harmful effects on 
social and economic life. As indirect taxes can bo spread widely, 
they are more beneficial and suitable. 

(4) They are easy to collect. Collection takes place automati¬ 
cally when goods are bought and sold. 

(5) They cannot be evaded, as they are a part of the price. 
They can be evaded only when the taxed article is not consumed, 
and this may not be always possible. 

(G) They are very elastic in yield if imposed on necessaries of 
life which have an inelastic demand. Indirect taxes on necessaries 
yield a large revenue, because people must buy these things. 

(7) When imposed on luxuries or goods consumed by tho rioh 
they are equitable. In such cases only the well-to-do will pay tho tax. 

(8) They check consumption of harmful commodities. That is 
why tobacco, wine and other intoxicants are taxed. 

7. Disadvantages. Indirect taxes have some disadvantages 
too which are as follows : — 

(1) They are regressive. Indirect taxes are not equitable. For 
instance, salt tax in India fell more heavily on the poor than on the 
rich, as it had to be paid at the same rate by all. Whether a rich 
man buys a commodity or a poor man, the price in the market is 
the same for all. The tax is wrapped in the price. Hence rich and 
poor pay the same amount which is obviously unfair. 

t 4 -u ^ ar z uncertain of return unless necess; 

In the case of goods with an elastic demand, the tax 
m much revenue. The tax will raise the price 


aries aro taxed, 
might not bring 
and reduce tho 
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demand. When the thing is not purchased, the question of the tax 
payment does not arise. 

(3) They cause the price of an article to rise by more than the tax. 
A fraction of the money unit cannot he circulated, so every middle¬ 
man tends to charge more than the tax. This process is cumulative. 

(4) They are 'uneconomical. The cost of collection is quite 
heavy. Every source of production has to be guarded. Large 
administrative staff is required sometimes to administer such taxes. 
This turns out to be a costl}* affair. 

(. r ) They do not develop civic consciousness, because many times 
the tax payer does not even know that he is paying a tax. The tax 
is concealed in the price. 

(6) They discourage industries if raw materials are taxed. 

In answer to (the question whether direct or indirect taxes 
are better, much can be said on both sides. But it is safe to conclude 
that no country can do with one type only. Both types have to hi* 
mixed in a good system of taxation. The rich can be taxed best 
directly but pockets of the poor have also to be tapped through 
indirect taxes. Nowadays, when State intervention is assuming 
greater importance, substantial amounts are required for the dis¬ 
charge of its multifarious activities. Neither the direct nor the 
indirect taxes alone can raise this much revenue. Both are necessary. 
Their relative importance depends on a number of factors, such as 
distribution of income, nature of economic system, stage of economic 
development, etc. Thus the discussion of the relative merits and 
demerits of direct and indirect taxes is only academic. It has no 


practical importance. 

8. A Good Tax System. A good tax system is one in which 
most taxes conform to the main canons of taxation. They should be 
equitable, i.e., they should be according to the tax-payer a ability o 
nay. They should be convenient, so that the tax-payers can easily 
pay them. They should be economical, so that the cost of their 
collection is low. Moreover, both the tax-gatherer and the tax¬ 
payer should know clearly the amount to be paid, further, the t 
should be elastic, simple to understand and adequate t« ytcld. 

Not only should a good tax system conform to the canons o 
taxation, it should also include taxes on necessaries r 
luxuries, indirect taxes as well as direct taxes. The 
should be broad-based Diversity in taxes will prevent 
The defects of one tax will bo neutralised by merits of anothe . 
tax should bear lightly on many points and heavily on none. 

It is also necessary that the taxes should be such as canno 
easily evaded. They should admit of efficient administration. 

Finally, the tax system should not be a co,, ®P t * 0 " 

unco-ordinated taxes. It should be a system ... winch** ^ «. 

in properly. The taxes should not pull m opposite.direct.o ^ ^ 

instance, to levy a protective duty and also an - protective 

same good ordinarily will defeat the very purpose of the proi 

duty. 
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‘ To judge a tax system we should consider it as one whole 
rather than pick out simple taxes for consideration. 

9. War Finance. In times of war and emergency, things are 
abnormal. The financial policy of the Government, therefore, has 
to be changed to meet this emergency. 

In times of war, the question of finance is of secondary impor¬ 
tance. The question that a nation asks is not “Can we afford it V’ 
bur “Is it possible ?” Money is only a camp follower. 

In war time, every resource of the nation is at the disposal ol 
the State including manpower. The State raises money through 
taxation and with it buys the goods and services it requires. But 
needs are so large that taxes alone cannot cover them. It has to 
proceed by compulsion, by conscription, by control of labour, by 
rationing and allocation of resources. 

All this money has to come from somewhere. Following are 
the main sources of income in war times : 

1. Increased taxation. A sound policy is to push the tax rates 
to the limit that they can be reasonably borne by the tax-payers. 
Too heavy a burden of taxation will cause discontentment. Not only 
are the rates of existing duties raised but new sources £of revenue 
have also to be discovered and tapped. 

2. Income from its own Property. Every government derives 
certain income from Crown lands, government factories and various 
social insurance funds. 

% 

3. Foreign Borrowings , as the British Government did during 
the last war in the United States and in Canada. 

4. Home Borrowings. By every method of publicity govern¬ 
ment exhorts the people to invest in war bonds, defence certificates, 
etc. 

5. Creation of Money. If the above methods fail to bring 
necessary funds, resort has to be taken to print notes. But it is a 
very dangerous method because it brings about inflation with all its 
evils. 

10. Developmental Finance. A very important question 
that faces many countries today is how to finance economic develop¬ 
ment plans. Hugo resources are required for this purpose. In 
under-developed and economically backward countries there is a 
very small margin between the volume of production in the country 
and consumption which limits the possibility of savings. This makes 
the problem of financing development plans all the more difficult. 

Finance is required both for the private and the public sector. 
The private sector, t.c., businessmen can count upon voluntarv 
savings of the people. They can also reinvest profits of trade and 
industry. Institutions like Finance Corporations can also help 
them. Financing developments in the public sector is, however the 
sole responsibility of the Government, This relates to finding capital 
for State undertakings. ° 
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The following are the principal methods of development 
finance :— 

(1) Taxation. Both direct and indirect taxes have to be levied 
to increase the State resources. Taxes restrict domestic consumption 
and increase savings. It is best to impose taxes on luxury con¬ 
sumption and on non-entrepreneurial incomes. In backward count¬ 
ries, it is essential to levy indirect taxes on commodities of mass 
consumption. Agricultural taxes are also necessary. But care has 
to be taken that taxes do not weaken incentives to work, save and 

invest. 

(2) Government Borrowing. The savings of the people can be 
mobilised by means of public loans. But the private sector com¬ 
petes with the government in this matter. To ensure success of the 
government borrowing, it is essential to establish and extend 
financial institutions in rural areas. It is also necessary to check 
unproductive investment such as real estate, jewellery, etc. 

(3) Foreign Capital. Foreign aid is also essential. But it 

and international financial institutions like the W or Id Bank 

International Development Association. 

development. T , . 

11 Deficit Financing. The use of deficit | , “^; C, " g e finger 
tain, in the face of do<dines in pmat^ spend"g; the full 

effective demand in the economy at the lev q ^ an impor tant 
employment output at the current level otv • j thirties . To day, 
discovery of the Depression Bconomu-i„ the advan- 
it is a major instrument ii» tl e handsoi g ucd high levels ot 

ced private enterprise countries to on tendencies to a decline in 
economic activity in 

private spending especially P rl '“ tl ' g increasingly realised its poten- 
v the underdeveloped countries nave mere S development. 

ss-ss* ttgS&fir t# 
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needed. For example, one may be interested in knowing how far is 
the government -living within its means’. For that purpose, one may 
regard the excess of government expenditure over its normal receipts 
raised by taxes, fees and earnings of government commercial enter¬ 
prises as a measure of the deficit in the government budget. In this 
definition, such expenditure whether financed by borrowings from the 
public or from the banking system measures the budget deficit. Then 
one’s interest may be to measure the net expansionist or inflationary 
impact of the government budget. Expenditure by the government 
constitutes a claim on the resources available to the economy. Certain 
receipts of the government, like taxes, withdraw purchasing power 
from the people and thus reduce their claims on resources correspond¬ 
ingly. It is because some receipts of the government do not reduce 
the purchasing power of the people at all or in an equal measure that 
they constitute deficit financing with an expansionist significance. In 
deciding the items of government receipts to be included in the 
deficit we have to ask whether a receipt withdraws purchasing power 
from the people by a corresponding amount or not. No categorical 
answer can we given to this question and, therefore, economists differ 
regarding the correct definition of deficit financing. Again, one may 
use a budget deficit to measure the contribution of the government to 
overall liquidity of the economy. The analysis of inflationary pressures 
often proceeds, despite the Keynesian revolution, in terras of the 
changes in money supply or the creation of near money assets. Some 
receipts like taxes do not create any corresponding assets in the 
hands of the public whereas others, like borrowing, do. Here again 
the extent of liquidity that attaches to an asset depends on the as¬ 
sumptions one makes about monetary and other policies and about 
the institutional framework. 


From the above discussion, we learn that it is not possible to 
have a foolproof definition of deficit financing applicable to all countries 
at all times. The definition of deficit financing adopted by the 
Planning Commission in India is that it is equal to the net increase 
in the purchasing power of the economy arising out of the budgetary 
operations of the government. Deficit financing is said to have been 
practised whenever government expenditure exceeds the receipts from 
the public like taxes, fees and borrowings from the public. Such 
an excess of government expenditure can be financed either by 
drawing down the cash balances of the government (held in the 

Reserve Bank of India or in the State treasuries) or by borrowing 
from the Reserve Bank of India. Both these methods of financing 

the deficit would have the effect of expanding money supply held by 
the public. Thus the Indian definition of deficit financing is that it 
is that part of government expenditure which is met either by draw¬ 
ing down the cash balances of the government or by resorting to bor¬ 
rowing from the Reserve Bank of India. This deYinition of deficit 

turTX g fin^nl 0r f ld f nt ' fi , eS * With part of government expendi- 

with the public* “ “* increase in m0ne y su PP'y 

in thf Chantfr n n an T "f D ~ ri ? s tke Depression. We have discussed 

a on Trade Cycle the causes of unemployment in ad- 
vanced and developed countries. There we obterved that a deficien- 
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cy of effective demand was the major cause of cyclical unemploy¬ 
ment. In a situation like this, the obvious remedy is to boost effec¬ 
tive demand. The government can assist in this process in a number 
of ways. If the government does not want to interfere, it can sti¬ 
mulate private consumption and investment. It can do so by lower¬ 
ing the tax rates while maintaining its own expenditure. In this 
ease, since the government is spending more than it raises in taxes, 
it k practising deficit financing, the deficit being covered by borrow¬ 
ing. If this method of stimulating economic activity does not produce 
sufficiently effective results, the government can increase its own 
expenditure on public works programme. The government s tax 
revenue remains constant but its expenditure has gone up, the deficit 
once again being met bv borrowing. In this case, as government 
investment rises, the level"of national income and employment also 
increases bv multiplier times the increase in primary government 
investment.' Thus deficit financing can he used to create additional 
employment when the economy is suffering from a deficiency of effec¬ 
tive demand. 


This line of approach was made fashionable by the late Lord 

Keynes. Before him, there was a great deal of prejudice agam.t a 

government practising deficit financing. 6 c ‘ ' . j 

were against deficit financing except for financing of produe vo 

enterprises This opposition to deficit financing on then part as 

based on the assumption that in a if a VL^n'i'a 

level of activity had the tendency to be a l\ • Markets. 

we discussed in an -rlierehapter under J.ay.s Lau oK I ^ ^ 

Obviously, if tnere » alrea ^y f 11 PJ c y rcat( . (1 mone y is bound to 
government expenditure finance inflation constantly 

JTirrXS 'economists^and it was their main argument 

against deficit financing. 

Lord Keynes, however, established it co-lusivedy ^i»J 

situation where there was large --scale u P>J , deficit financing 
excess capacity in the stock of eap.Ul, the fear^t. ^ employmen t 

would create inflation was r 5ft ‘ IV eoart() fthe government, there 
was created bv deficit spending « • ^ slJ nplv of output, 

would simultaneously take place an merease - any- rise 

In the depression, an increase in s i P ‘ ^ ^at additional de¬ 
in average and marginal costs of p « -without any rise in prices, 

mand creates additional supply o. out P safelv u <ed to expand 

Thus in a depression deficit financm^ ‘ inflationary danger- 

income. output and employment withom^ ^ vern ment expend*. 
Rather, in a depression .. a better to fi ^ he rates of taxation 

ture bv deficit financing than bv men a. r tivitv as much 
The later alternative will not stimulate ocon so ^ e adverse 

as the former for the raising or tax rate, m ■ P hence wi ll reduce 

effects on private consumption and in estme . effect of 

the private effective demand. Thus «.P d hv the contrac- 

government expenditure will be P ftrt _3 nvcstm cnt and consunip- 

tionist effect of higher taxation on pm ate ^ t. in n(Jt bo there ,f 
tion. This adverse effect on the private • 
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additional government expenditure is financed by ‘created’ money 
and therefore the expansionary effect of government expenditure 
will correspondingly be greater. 

Deficit Financing and Economic Development. What 
scope is there for deficit financing to be used as an instrument of 
economic development in the under-developed countries lilce India ? 
In the chapter on Theory of Employment, we have observed that 
the basic problem confronting these countries is that of a population 
growing much faster than the rate of capital formation If these 
countries are to provi le full employment to their labour foreo, they 
need huge amounts of capital. Unlike the advanced economics, the 
problem facing under-developed countries is not one of deficiency of 
effective demand but lack of sufficient capital. In the advanced 
capitalist countries, the task of capital formation is in the hands of 
private entrepreneurs but in poor countries there is a dearth of people 
willing and able to undertake entrepreneurial functions. Hence if 
these countries are to develop rapidly the responsibility must rest 
with the government. 

The basic problem as explained earlier, can be solved only by 
increasing the rate of investment. This requires additional resources 
and in the absence of sufficient foreign aid, they can come out onlv 
through increased domestic savings and their being channelised along 
productive lines. One way of increasing domestic savings is through 
additional voluntary efforts on the part of the public. These savings 
are then utilised through the national small savings schemes to add 
to the resources available to the government. But in a country 
where a majority of people are living on the subsistence level, the 
margin between income and consumption is very low so that volun¬ 
tary savings, howsoever welcome, cannot by themselves provide 
sufficient resources for development. The government may also 
attempt to increase the volume of resources by additional taxes. 
During the last few years, taxes have been increasing in our country 
to find resources for development activity. Yet because of extreme 
poverty of the great mass of the people, additional taxation beyond a 
point raises difficult problems, both economic as well as political. 
Therefore, in their anxiety to implement development schemes, the 
governments are compelled to resort to deficit financing. In the First 
Five-Year Plan, of the total actual Plan outlay of Rs. 1,960 crores 
in the public sector, 21 per cent of the outlay worth Rs. 420 crores 
was financed through deficit financing. In the Second Five-Year 
Plan, there is a further provision for Rs. 1,200 crores of deficit finan¬ 
cing. What are the problems raised by deficit financing ? 

Deficit Financing and Inflation. Deficit financing practised 
during the depression in advanced countries does not generate infla¬ 
tionary pressures because of the elastic nature of the 'supply curves 
of output. Additional government expenditure leads to an' increase 
in effective demand, depending on the magnitude of the multiplier. 

lmilarly when supply of output can be increased easily to match 
a ditional demand, there need be no inflationary pressures. In ad¬ 
vanced countries, during the depression, there is lot of excess capa- 
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city in the system so that an increase in output presents no difficult 
problems. 

The situation in under-developed countries, however, is 
different. Here an increase in investment does create additional 
demand but a corresponding increase in the supply of output cannot 
be taken for granted. Firstly, an under-developed country suffers 
from the dearth of capital and there is no excess capacity to he uti¬ 
lised for creating additional supply of consumers’ goods. Besides, 
the basic wage-goods industry, t.e., agriculture suffers from an inelas¬ 
tic supply curve in the short run. In a subsistence agriculture, when 
the demand for agricultural products goes up, the farmer often lacks 
the willingness as well as the ability to increase his output. The 
farmer's demand for non-agricultural goods to be used for his con¬ 
sumption is limited so that when agricultural prices rise rclati\el\ 
to the prices of industrial products, the farmer can satisfy his needs 
with a lower effort, than before and his reaction may well be to 
work Ihss in the next period. Besides, even if he wants to increase 
his output, his ability to do so is very limited. His holding is a tmv 
one and often lies scattered all over the village, he lacks resources 
to buv more and better seeds and manures, irrigation facilities are 
lacking so that even with the best will in the world, unaided by am 
outside agency, the farmer’s efforts to increase Ins output may not 
bear fruit In the absence of an elastic supply of consumers goods, 
a development plan carries with it a great inflationary bias. 

In the earlier stages of development the inflationary danger 
vf-rv real indeed This is because of the urgent need to in\ 1 .1 
large suras in the creation of an adequate system of transport and 

ufu of 

the public. Of course, there .s no .l.rect te ation beUeen^an^^^ 
in money suppty and the inflationary rise 1 P ■ inflationary 

the newly created money is merely hoarded or ^d, no inn ^ ^ 

pressure is generated. But to the ‘ _loved or the new 

offer additional employment to the hithe P ^ spenr and 

recruits to the working force, a large part similarly if sufficient 
hence add to the level of effective demand ^ thc 

additional supply of consumers goods «»n ' fe need be no infla- 

help of the additional investment once aga equilibrium at 

tionarv pressures and supply and demand may b( in cqu 
a higher level. 

WHAT WE CATHER FROM THIS CHAPT on ^ 

Burden of Tax. Taxes aro sometimes shifted. >o 
person who pays it in tho end. classified 

From t ho point of view of their a Hare and burden, taxes 

n these ways. A tax may be : • n es Poorer people 

(1, Proportional, t.e., levied the same rate on all mcor 
are hit harder by such taxes. 
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(2) in which the rate of,taction ^ 

gression. ^ 

(3) Regressive, which falls at a higher rate on the poor people ; a very 
unjust system. 

(4) Degressive which lias a diminishing progression. This too is not so 

good. . 

remain^n^M^™in*iw* InSir^u 

burden can be shifted on toother shoulders. Then the tax 
Nominal burden is called Impact and real burden Inndenc . 

Advantages of Direct Taxes : . . 

(|, Equitable. Equity can bo attained through progression on rising 

incomes. . 

(•_>) Economical. Being collected at the source, the cost is low. 

(3) Certain. The taxing authority and the tax-payer should know the 
amount of the tax. 

(4) Elastic. Yield can be increased by raising the rate of taxation. 

(5) Productive. The yield from a direst tax increases with growing 
population and prosperity. 

(G) Civic sense is developed among citizens. 


Disadvantages : 

(1) Inconvenient. The payer feels a pinch in paying the tax in cash. 

(2) Evadable. Direct taxes can he evaded by means of false returns. 

(3) Arbitrary. The rato of progression has to be fixed arbitrarily. 

(4) Too high direct taxes discourage saving and investment. 
Conclusion. On the whole, direct taxes have more good than bad points. 


Advantages of Indirect Taxes : 

(1) They are the only way of reaching the poor. 

(2) Convenient to pay. They are paid at a suitable tune and are hidden 
in price. 

(3) They can be spread over a u-idc range. 

(4) Easy and economical to collect. 

(5) Not evadable in an illegal manner. 

(6) Elastic in yield when necessaries are taxed. 

(7) Can help in checking the use of harmful articles like opium. 

Disadvantages of Indirect Taxes : 

(1) Regressive. The same rate has to bo paid by everybody, however 
poor. 

(2) Uncertain of result ia case of non-necessaries. 

(3) Cause price to rise unduly. Every middleman adds something. 

(4) Uneconomical. Checking is expensive. 

(5) Do not develop any civic sense as they are concealed in the prices 
paid. 

(G) May discourage industries if raw materials are taxed. 

A Good Tax System. A good system of taxation has to embrace both 
direct and indirect taxes. The system as a whole should satisfy various princi¬ 
ples of taxation. It should conform to the various canons of taxation. It should 
be composite. It should be broad-based. Evasion should bo difficult. The 
system as a whole should be a co-ordinated one so that one tax is not incompati¬ 
ble with another. 


V 
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CAN YOU ANSWER THESE QUESTIONS? 

/. Explain the meaning of 'incidence' of a lax. Distinguish U from the 
effect of the tar. J 

Sections 1 and 3. Effect is different from the 'burden* of a 
tax. Effect may he to check people from consuming an article due 
to the incidence of the tax.) 

2. What is Progressive Taxation ? (P.U. 1030) 

On what grounds do you justify Progression ? (See Sec. 2.] 

fit can bo justified on the principle of equality or justice. It is 
based on the law of diminishing utility.] 

3. What is Income Tax ? Explain with the aid of an example the difference 

between impact and incidence of taxation. (P.U. Prc.Univ. 1062) 


■1. Distinguish between progressive and proportional taxation and consider 
their advantages and limitations. 

[See Sec. 2.] 

( C.U.B . Com. 1041; C.U. 1034 : Agra 1036 ; 
Dacca 1042 ; Ban. 1938 ; Mad. 1937 ; Pun. 1033) 


5. Distinguish between Direct and Indirect taxes. Discuss their relative 
merits and demerits. (Rajasthan Inter. I960 ; Ajmer Board Inter. 1060, P. U. 10-59) 



Distinguish between a Direct and an Indirect tax. Which type of these 
luxes are better and why ? (P.U. H.S. 1062) 

[Sec Secs. 3 to 7.] 

C. Explain : 

(i) Shifting. 

(ii) Impact. 

(Hi) Incidence. 

(iv) • Proportional' tax. 

[For (i), (ii), (iii) sco Secs. I and 3. For (iv), seo Sec. 2.) 

7. Name three direct taxes which are levied in India. Bring out the merits 
and demerits of direct taxes with special reference to these taxes. . 

8. Give three examples of indirect taxes and with reference to them explain 

the merits and demerits of indirect taxes. . 

0. Distinguish between direct and indirect taxes. Which of t e fo owin 
taxes arc direct or indirect — 


Excise duties : Estate Duty ; Business Profits Tax. 

What are the relative merits of direct and indirect taxes ? ^ ^ 

10. Discuss the main considerations which usually utulerhe 

taxation in a country. [See Sec. S.) .. , w jljr 

11. Take lwo of the well-known tares in our country and 

they satisfy the well-known principles of taxation. , 

12. How would you judge if the tax system in our country is ^ 

13. How are funds raised for war or for financing development]l 
Illustrate from India's five-year plans. . 


CHAPTER XXXII 


NATIONAL INCOME AND SOCIAL ACCOUNTING 

1 Introduction/^ t has long been considered wise for a house¬ 
hold and necessary for a business enterprise to keep account of 
its operations, that is, of its receipts and payments. Now it is being 
increasingly realised that such accounting is also very necessary lor 
the national economy as a whole and for the various parts into 
which it may be split up for the sake of convenience and clarity. 
This system of keeping the accounts of the receipts and payments 

of the nation or country as a whole is called National Income 
Accounting or Social Accounting. A system of nationa income 
accounting permits us to keep a linger on the economic pulse of the 
nation. The statistics of national income help us to measure 
the level of production in the economy at some point m time 
Further by comparing the national income, accounts over a period 
of time it is possible to trace the long-run course which the economy 
has been following. In other words national income accounts 
over a period will show the growth or decline of the economy. 
Finally, the information supplied by the national income accounts 
provides a basis for the formulation and application of public policies 
designed to improve the performance of the economy. National 
income statistics are a valuable guide to economic policy especially in 
those days of planning and . active government intervention in the 


economy. 

2. What is National Income ? National income, in the 
words of Pigou, “is that part of the objective income of the 
community including, of course, income derived from abroad, which 
can be measured in money.” The national income, national output, 
national expenditure are the same things looked at from different 
angles. Income earned is equal to income spent, therefore national 
income is the same thing as national expenditure. There arc various 
concepts of national income which we will study one by one. 

(t) Gross National Product. (G.N.P.). This is the basic social 
accounting measure of the total output or aggregate supply of goods 
and services. Gross National Product is defined as the total market 
value of all final goods and services produced in a year. Two things 
must be noted in regard to gross national product. First, it 
measures the market value of annual output. In other words G.N.P. 
is a monetary measure. There is no other way of adding up the 
different sorts of goods and services produced in a year except with 
their money prices. But in order to know accurately the changes 
in physical output, the figure for gross national product is adjusted 
for price changes. 

Secondly, for calculating gross national product accurately, 
all goods and services produced in any given year must be counted 
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once, but not more than once. Most of the goods go through a 
series of production stages before reaching a market. As a result 
parts or components of many goods are bought and sold many times. 
Hence to avoid counting several times the parts of goods that are 
sold and resold, gross national product only includes the market 
value of final goods and ignores transaction involving intermediate 
goods. 

What do we mean by final goods ? Final goods are those 
goods which are being purchased for final use and not for resale or 
further processing. Intermediate goods, on the other hand, are those 
goods which are purchased for further processing or for resale. The sale 
of final goods is included in gross national product while the sale of 
intermediate goods is excluded from gross national product. Why ? 
Because the value of final goods includes the value of all intermediate 
goods used in their production. The inclusion of intermediate goods 
would involve double counting and will therefore give an exaggerated 
estimate of gross national product. An example will clarity this 
point. Suppose in our economy only two things are produced, raw 
cotton worth Rs. 100 and cotton cloth worth Rs. 200. Now what shall 
be the measure of gross national product ? For finding it, il we add up 
the sales value of cloth and cotton, there is clearly an element of 
double counting in the sense that we have added the value of cotton 
twice—once as the sales value of cotton and secondly when ve 
added to it the value of cloth. Actually, the value of cloth includes 
also the value of cotton which having been accounted for already, 
should not be added a second time. 


The “gross national product at market prices” may be obtained 
bv adding up : 

► <7 1 , 

(1) what private persons spend on consumption, or what is 
called personal consumption expenditure ; 

(2) what private business spends on replacement, renewal and 

new investment. This is called gross domestic private investment ; 

(3) what the rest of the world spends on the output of the 
national economy over and above what this economy spends on ™ 
output of the rest of the world, i.e., export surplus or net for g 

vestment ; and . 

(4) what the government spends on the purchase of goo( > an( 
services, i.c., government purchases. 

(») Net National Product. (N.X.P). The ^onci taporwn' 
concept of national income is that of net national pro uc • upSomc 
duction of gross national product of a year, we consume or ‘ Ube i P 

capital, I,.! equipment, machinery, etc. The 

nerv wear out or fall in value as a result of it* consumpuo 

in the production process. This consumption of fijed capi c { yhen 
value of capital due to wear and tear is called depreciation. 
charges for depreciation are deducted from the gross national pr 
we get net national product. Clearly, it means the market value o, 

all final goods and services after providing for dtp Therefore, 

fore it is also called -national income at market prices. Ihcru 


national income and 
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Net National Product 

or l = Gross National Product- Depreciation. 

National Income at | 

-«— s'sss 

In analysing certain problems we arc v ^} contribution of 

much income is earned by resource supplier.-, for - into the 

land, labour, capital and entrepreneurial ab natio nal 

year’s net production or. m other wor s, society in terms of 

income at factor cost) shows how much it between 

economic resources, to produce net outp . ..and net national 

national income (or national income a a fr ‘ om lhe f ac t that 

product (national income at market puees) « output to be 

indirect taxes and subsidies cause marke I • * Suppose for 

different from the factor incomes resulting from ^ S IP 

instance, a yard of mill cloth sold for **-*'*™ d * ^ile th( . 
account of the excise and the sales tax. I in its 

market price of the cloth is Us. l a yard, le __ * j »phe 

production and distribution would receive Rs \-/•> nl ■<' >« , 

value of cloth at factor cost would thus. be equal to its vahieat 

market price less the indirect taxes on >t. - . COSt 

subsidy causes the market price to be less t uvn ‘ j 

Suppose hand loom cloth is subsidized at the rate of 1.1 nl .a yard 
and it sells at SI nP. Then while the consumer pays 81 nP. per 
yard, the factors engaged in the production and distribution of such 

cloth receive Re. 1 per yard. The value of handloom cloth a factor 
cost would thus be equal to its market price plus the subs!d es 
paid on it. It follows therefore that the national incc 
national income at facter cost) is equal to net national product 
minus indirect taxes plus subsidies. 


National Income "I „ . . T 

or i —Net National Product (National Income at 

National Income at f Market prices)— Indirect Taxes-)-Subsidies. 

Factor Cost J 

(in) Personal Income. (P.I.). Personal Income is the sum of all 
incomes actually received by all individuals or households < uring & 
given year. National income, that is, total income earned and personal 
income, that is, income received must be different for the simple reason 
that some income which is earned—social security contributions 
corporate income taxes and undistributed corporate profits is not 
actually received by households and, conversely, some income which i> 
received—transfer payments—is not currently earned. (Transfer 

payments are old-age pensions, unemployment compensation, relief 

payments, interest payments on the public debt, etc.). Obviously, in 
moving from national income as an indicator of income actually 
received we must subtract from national income those three types 
of income which are earned but not received and add in income 
received but not, currently earned. Therefore 

Personal Income=National Income—Social Security Contri¬ 
butions—Corporate Income Taxes—Undist¬ 
ributed Corporate Profits+Transfer Payment. 
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i*?. Di *P™*Me Income. (D.I.). After a good part of personal 
income is paid to government in the form of pcrsoml taxes like 

income tax, personal property taxes, etc., what remains of personal 
income n called disposable income. 


Disposable Income = Personal Income-Personal Taxes. 

Disposable Income can either be consumed or saved. Therefore 
Disposable Income = Consumption -f-Saving. 

3. Measurement of National Income. Since factor incomes 
arise from production of goods and services, and since incomes are 
expanded on goods and services produced, three alternative methods 
of measuring national income are possible. 

(a) The Product Method. Under this method, the value of 
the gross product- (sales plus self-consumption plus increase in stocks) 
of all producers in an industry is summed up, and from this total 
are deducted the purchases of these producers from other producers, 
i.e., the value of the intermediate products, and the depreciation of 
equipment used up in the process of production. This gives the 
net value added by these producers or their contribution to the net 
value of aggregate national output. A net figure of this kind is 
estimated lor each individual industry. These estimates are then 
summed up. This gives the net domestic product at factor cost 
classified by industrial origin. The addition of net income from 
abroad to this aggregate would give net national product or national 
income at factor cost. 


(b) The Income Method. Under this method, the incomes that 
accrue to the factors of production provided by the normal residents 
of the national territory are summed up. This gives the national 
income classified by distributive shares. 

(,;) The Expenditure Method. Under this method, the personal 
consumption expenditures, the gross private domestic investment, 

the net foreign investment and the government purchase of goods 

and services are added up to obtain, as explained in an earlier 
section, the “gross national product at market prices'Necessary 
adjustments are then made to reduce this total into “net na 1011 a 

income at factor cost”. 

4 Factual Illustration. That all the above three methods of 

national income estimation lead to the same figure, if all 

items are treated consistently in the three cases, may be illiutrai 

with reference to the United States national income accounts lor 

1056. 

First Method : U. S. National Income by Industrial 


Origin, 1956 

1. Agriculture, Forestry and Fisheries 

2. Mining 

3 Contract construction 

4. Manufacturing 

5. Wholesale and retail trade 


($ million) 
16,084 
6.050 
17.704 
108,075 
57,374 


national income and 
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6. Finance, insurance and real estate 

7. Transportation 

8. Communication and public utilities 

9. Services ••• . 

10. Government and government enterprises 


11. Total: Net Domestic Product 
Plus : 

12. Net income from abroad 
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30,932 

16,713 

12,499 

35.550 

40,078 


341,559 

2,061 


13. Equals : Net National Income 

Second Method : U. S. National Income by 

Shares, 1956 


343.620 

Distributive 

(6 million ) 


1. Compensation of employees 

2. Income of unincorporated enterprises 

3. Rental income of persons 

4. Corporate profits 

5. Net interest 


241,372 

39,617 

10,322 

40,449 

11,860 


6. Total : Net National Income 


343,620 


Third Method : U.S. National Income by Types of 

JExpenditure, 1956 



Personal consumption expenditure 
Gross private domestic investment 
Net foreign investment 

Government purchase of goods and services ... 


(S million) 
267,160 
65,923 
1.376 
80,227 


5. Total : Gross National Product at Market Prices 414,686 

6. Less : Depreciation and Obsolescence ... 34.266 

7. Equals : Net National Product at Market Prices 380,420 

8. Less: Indirecttaxes minus subsidies ... 36,800 


9. Equals : Net National Income ... 343.620 


4. Allocation of National Income Between Consumption 
and Saving. To the extent national income is spent on the main¬ 
tenance of the current life of the community, it is said to be allocated 
to consumption. The balance of national income constitutes the 
country's saving. For instance, in the United States, where all 
purchases by the government are classed as current or consumption 
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expenditure, the allocation of national income between consumption 
and saving in 1956 was as follows : 



Gross 

• 

(S million) 
Consumption 

Gross 

Depreciation 

Net 

Persons 

income 

287,202 

267,160 

saving 

20,042 

• • • 

saving 

20,042 

Business 

40.S82 

• • • 

40,882 

34,266 

6,616 

Government 

104,21S 

• • • 

4,776 

• • • 

4,776 

Statistical 

Discrepancy 

• • • 

99,542 

• • • 

# • • 

1,599 


432,302 

366,702 

65,700 

34,266 

33,033 


5. Allocation of National Expenditure Between Con¬ 
sumption and Investment. National expenditure consists of two 
types of expenditure : consumption expenditure and investment 
expenditure. The first, as mentioned above, is incurred on maintain¬ 
ing the current life of the community. The second goes either to 
add to its domestic and foreign assets or to reduce its foreign 
liabilities. The position in the U.S.A. in 1956 was as follows : 

($ million) 


1. Gross private domestic investment in fixed 

capital 

2. Investment in inventories or stocks 

3. Net foreign investment 


161,369 

4.554 

1,376 


4 . Total (Gross investment) 

5. Less : Depreciation 


67,299 

34,266 


6. Equals : Net investment 


33,033 


Equality of Saving and Investment. The data on the allocation 
nf the U S National income between consumption and saving, and 
on the allocation of the U.S. national expenditure between consump¬ 
tion and investment bring out an important fact namely that av; 
ing is equal to investment. A nation saves what it invest*, not 

within and outside the country. 

P Social Accounting in India. Its difficulties. In n ia * 
as in other under-developed countries, generaliy imtional 
is beset with several conceptual and statistical difficulty . 

important of these are : 

, A substantial part of the output is not exchanged tor 

=£ h SHE 



383 


NATIONAL INCOME ANI) SOCIAL ACCOUNTING 


not keep accounts or their accounts are not kept in a form that 
would facilitate the valuation of output. 

3 The available data in most cases are not comprehensive, 
accurate and up-to-date enough for the purpose of a precise est imate 

of national income. 


4 Since over a considerable proportion of the economy, there 
is little specialisation of functions, a precise classification of income 
by industrial origin or by distributive shares is rendered almost 

impossible. 

7 The National Income Committee. (1953-54). For long, 
national income estimation in India was the work mainly of private 
effort. The estimates thus compiled not only varied greatly in 
territorial coverage, but also were little better than rough guesses. 
Dr. V.K.R.V. Rao’s estimation of India’s national income for 
1931-32. however, was the first systematic attempt in that direction. 
A major step forward was taken in July 1949 when in recognition of 
the importance of national accounting, the Government of India 
formed the National Income Unit under the Ministry of Finance. 
In August 1949, the National Income Committee was appointed to 
“prepare a report on the National Income and related estimates, to 
suggest measures for improving the quality of the available data and 
for the collection of further essential statistics and to recommend 
ways and means of promoting research in the field of national 
income”. -It submitted its First Report in 1952 and the Final 
Report in 1954. Since then the annual estimates of national income 
are being compiled and issued by the Central Statistical Organisation 
of the Government of India. 


Methodology Adopted by the Committee. Of the three 
methods of measuring national income described above, the com¬ 
mittee, because of conceptual and statistical difficulties, did not 
consider the third method feasible; instead it employed a combination 
of the first and the second methods. First, the total working force 
and its occupational distribution were estimated. The product 
method was then applied to as many sectors as possible. To the 
remaining sectors the income method was applied. In a few cases, 
e.g., small enterprises, the net income produced was estimated both 
by the product method and bv the income method, but the results 
obtained by the latter were considered more satisfactory and were 
therefore adopted. The sum-total of the individual contributions of 
all the sectors gave the net domestic product at factor cost. Adjusting 
for the net income from abroad, the estimates of national income for 
the three years covered (1948—51) were derived. 

8. India’s National Income. As yet it has not been found 
possible to prepare a complete system of national accounts in India. 
Of the three forms in which national income estimates can be 
measured, so far this has been done only in the first form, namely, 
that by industrial origin. The lateet available of these estimates are 
reproduced below : 
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India’s National Income by Industrial Origin, 1959-60* 


Agriculture 

1. Agriculture, Animal 
Husbandry and An¬ 
cillary Activities 

2. Forestry 

3. Fishery 

* 


R-s. abja Percentage oj 
(Rs. 00 crores) the total income 
(at current Prices) 


GO-3 

46-9 

10 

0-8 

0-5 

0-4 


Total of A 

B. Mining, Manufacturing 
and Small Enterprises 

4. Mining 

Factory establishments 
6. Small enterprises 



14 

11*2 

10-4 


481 


M 

8-7 

8-1 





Total of B 

230 

17 9 

Commerce, Transport 
and Communication 



7. 

Communication (post, 
telegraph and tele¬ 
phone) 

0-6 

0-5 

8. 

Railways 

3 3 

2(> 

9. 

Organised banking 
and insurance 

1-4 

1-1 

10. 

Other commerce and 
transport 

165 

12-8 


Total of C 

21-8 

170 

Other Services 


54 

11. 

Professions and liberal arts 

G-9 

12. 

Government services 

81 

1-8 

5-2 

6-3 

1-4 

41 

13. 

14. 

(administration) 

Domestic service 

House property 


Total of D 

22-0 

17 2 

15. 

Net domestic product 
at factor cost 
(A-f-B+C-i-D) 

128-6 

100-2 

1G. 

Net earned income 
from abroad 

-0-2 

-0-2 

17. 

Net. national output 
at factor cost=National 
Income. 

128-4 

100-0 


V 


* Preliminary, vide Govt, of India, Central Statistical Organisation. Esti¬ 
mates o/N tiwal Income, 194S-49 to 1959-60, March 1961, PP . 2-3. 
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When a country's national income is divided by the number of 

P i C n r a^orUs out at 

RS - 3 t 18 ' 4 ' 1 ardl°y ES 26pm ^Cle^^VraTer^Towture and 

poX A comparison ■with the per capita 
in!omes of advanced countries of the West further underlines the 
facHf our poverty. Take for example Britain, where the per cap, a 

income amounts to Es. 3,858, and the United States, where the 

inC ° r fimiPA ia nq hiffh as Rs 9 196. Even certain countries 
corresponding figure is as nign as rvs. -L 1 2 p<* v lnn 

in Asia have much large per capita incomes than India, e.g., Ceylon, 

Rs. 541, Japan, Rs. 820. 

A very important cause of poverty in India can bo seen from 
the above table : agriculture accounts for as much as one-halt of the 
country’s total output, while industries account for less than one- 
fifth. In other words, there is a fundamental unbalance in the country 6 

economy. . 

Our Five-Year Plans aim at increasing our national income at 
a rapid rate. Over the period of the First Five-Year Plan India s 
national income increased by 17 5%. Since population also con¬ 
tinued to increase, the percentage increase during that period in the 
per capita income was less ; it amounted to 10 o/ o . During Second 
Five-Year Plan the increase in national income was 20/ 0 as against 

a target of 25%. Over , the ten-year period since the beginning oi 

the Five-Year Plan, national income in India has increased by 
42% but owing to the rapid rate of increase in population, the 
increase in income per head has been 16% only. The aim now oi 
the Third Five-Year Plan is to increase national income further by 
30% and per capita income by about 17% over the next five years. 3 
But considering the present very low level of per capita income, 
we shall need many more plans before we can hope to attain 
a level that ensures a reasonably good standard of living to our 
people. 


WHAT YOU HAVE LEARNT FROM THIS CHAPTER 

Gross National Product at Market Price is tho market value of tho 
utput of goods and sorvico produced by tho nation's economy without deduct¬ 
ing depreciation and obsolesconeo. It may bo obtained by adding up tho 
following :— 

Personal consumption, expenditure, gros3 domestic private investment, 
not foreign investment, and govornmont purchases of goods and services. 

National Product at Market Price is obtained by deducing deprecia¬ 
tion from Gross National Product at Market Price. 

National Income at Factor Cost is tho total of all income payments 
according to factors of production. It is equal to tho not national income at 
market pricos plus subsidies minus indirect taxes. 

Domestic Product at Factor Cost is tho net factor income generated on 
tho national territory. It is equal to tho net national income at factor cost 
minus net income from abroad. 


1. Ibid. 

2. Government of India, Planning Commission : Third Five-Year Plan t 
August 1961, p. 55. 
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Measurement of National Income may be undertaken in one or more 

of tho following ways :— 

Under the Product Method, the net value added in each of tho various 
ndustries is summed up to obtain net domestic product at factor cost. The 
addition of net income from abroad to this aggregate gives national income. 

Under the Income Method, the national income is obtained by adding up 
income (wages, rent, interest and profit) that accrue to the normal residents of 
tho national territory. 

Under the Expenditure Method, the personal consumption expenditures, 
the gross private domestic investment, the not foreign investment and the gov¬ 
ernment purchases of goods and services are added up 10 obtain the gross 
national product at market prices. From this total, indirect taxes leas subsidies 
are deducted to obtain net national income at factor cost. 

Allocation of National Income and E- penditure. The part of nation¬ 
al income spent on the maintenance of the current life of the community is 
eaid to be allocated to consumption. The balance constitutes the country’s 
saving. 

National expenditure is of two types ; consumption expenditure and 
investment expenditure. The first is incurred on maintaining tho current life of 
the community ; the second goes either to add to its domestic and foroign assets 
or to reduce its foreign liabilities. 

For tho economy as a whole saving equals investment. 

Difficulties of National Accounting in India arise from the 

following:— , . , 

(а) A substantial part of the output is not exchanged for money. 

(б) The bulk of production activity is undertaken by unincorporated 
enterprises. 

(c) The available data often are not comprehensive, accurate and up-to- 
date enough. 

(d, Over the greater part of the economy, there is no specialization of 
functions. 

ft 1 combination cf .1,0 Product Method and the Income Method. 

India’s National Income in 1951>■«-»«- ,^ 4 
croros contributed by the *“,7 on temrises 17-9% : commerce, tran.port and 

sssstsasrn-s? - uf th ° wor,d ' 

— 0 - 2 %. 

CAN YOU ANSWER THESE QUESTIONS ? 

j. What do you understand from the following terms : 

(a) Cross National Product at Market Prices, 
lb) Net National Product at Market Price. 

(c) Net Domestic Product at Factor Cost. 

(d) Net National Income at Factor Cost. 

2. Define notional income. Horn con it he meaeuree » 

3. give the method a employed in Indio /or the meat 

^ f Horn are national income ond national expenditure aUoeated^ ^ 

5. Describe the methods of measuring national income. * Supp.) 

ties of measuring national income in India. 

6. Define > ational income. How ™“*" ah hbhai Vidyapeeth 19S9)? 

7. How is the national income l959) 

national income oj India . 
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8. Examine the national income of India and point outfits 

features.^ ^ dearly the three identical national aggregates and their rela¬ 

tionship as summarised below, for your guidance 

Relation between National Income, Product and Expenditure 


Income or Product 


Expenditure 


Domestic factor incomes domestic 
produot. 


X 


= Con8uroption (including its irfiport 
context). 

plus Adding to domestic wealth 
(including its import content) 


plus Not income from abroad 

l 


I 


=■ Domestic expenditure plus 
Exports of goods and servioes (includ¬ 
ing their import content) and income 
from abroad. 

Less Imports of goods and Eer vices 
and incom e paid abroad. __ 

= National Expenditure (P.U. 1961) 


National Income or Product 


MODEL REVISION PAPER 

N.B. Attempt any jive questions. All questions carry equal marks. 

1. Differentiate between : 

(a) Nominal wage and real wage. 

. ( b ) Average cost and marginal cost. 

(c) Demand deposits and time deposits. 

(d) Fixed costs and variable costs. 

(e) Balance of trade and balance of payments^ 

(/) Wealth and capital. 

(< 7 ) Wealth and income. 

(h) Value and price. 

(t) Favourable balance of trade and unfavourable balance of 
trade. 

( j ) Price cost and supplementary cost. 

( k ) Increase of demand and extension of demand. 

(l) Gross interest and net interest. 

2. “Economics is the Science of Wealth.” Why is this 
definition of Economics regarded as defective ? Give what you 
consider to be the proper definition. 

3. What is a family budget ? Prepare the family budget of 
a school teacher drawing a salary of Its. 180. 

4. ( A ) Which one of the following come under ‘labour’ as 
understood in Economics and which of them cannot be regarded as 
labour ? Give reasons in support of your answer. 

(а) A college professor looking after his cow ; 

( б ) A physical training instructor doing drill ; 

(c) Chief Minister’s work in his office ; 

( d ) Speaker of the Vidhan Sabha presiding over a 

meeting of the Vidhan Sabha ; 

(e) Education Minister painting a picture at his house ; 

(/) A musician singing before his friends ; 

(q) An Inspector inspecting a school. 

(B) Fill in the following blanks by using one of the words 

given in brackets against each statement : 

. . . ...science, 

(t) Economics is a.. 

(political, social, technical, educational, physical) 

(it) Labour is less mobile than.••••••. 

(capital, land) 

(itt) Price is.expressed in terms of money. 

(utility, value) 
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(it,) Land is a.gift of nature. 

(valuable, free, costly) 

(t,) The building of a factory is its....capital. 

(sunk, circulating) 


(vi) Free goods have a great. 

(value-in-use, value-in-exchange) 

(tit) As the price of a commodity falls the demand for it 
.(increases, extends) 

iviii) Meat and wool are examples of.••• 

(joint supply, composite supply). 

(tad A joint-stock company has...liability. 

(unlimited, limited) 

(s) A consumer generally spends his income according 

to the law of. 

(diminishing marginal utility, increasing cost, 

equi-marginal utility) 

(a;t) There is at present.*.in India. 

(inflation, deflation) 

(xii) There is usually a .market in bricks. 

(national, world, local) 

(gift) Money, raw materials and shares of a company are 

examples of.capital. 

(floating, sink) 

ixiv) The work of the Chief Minister driving his own car 
.as labour. 

(can be considered, cannot be considered) 

(a-y) Cotton thread used by a tailor is.. 

(consumer’s goods, producer’s goods) 

4. What are the causes of ‘localisation of industry’ ? Illustrate 
with reference to Indian industries. 

5. You have read in Economics about the several advantages 
of large-scale production. Yet we see such a large number of small- 
scale businesses not only in India, but also in advanced countries of 
the world. How do you explain this ? 

6 . State and explain the law of Diminishing Returns with its 
limitations. 

7. Distinguish between ‘market price’ and ‘normal price. 
How is normal price determined under conditions of perfect 
competition \ 

8 . What is a Cheque ? Give specimen forms of the various 
types of oheques, bringing out the difference between them. 

9. Explain briefly the advantages of international trade. Are 
there any disadvantages also ? If so, explain briefly. 

10. Distinguish between “nominal” wages and “real wages. 
Compare the “real” wages of a teacher in a school with those ot a 
clerk in an office, both drawing the same salary. 

11. Briefly explain the main oanons of taxation. 
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12. 

order. 


12 . Describe the essential features of the capitalistic economic 

13. Define marginal utility. Complete the following table 


Oranges 

1 

2 

3 

4 

5 


Total Utility 
12 
22 
30 
36 
40 


Marginal Utility 


Enunciate the law illustrated by the above table. Measure 
the average utility corresponding to each marginal utility in the 
above table. 

14. Indicate which of the following supplements are correct 
and which ones are incorrect :— 

(а) Marginal utility is a function of supply. 

(б) A clearing house in an institution for settling disputes 
between banks. 

(c) The annual income of the Government of a country is called 
national income. 


(d) A bill of exchange is used for the direct exchange of some 
goods for others. 

(e) In extensive cultivation more of oapital and labour are 
applied to a limited area of land. 





